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A Word in Season 


By the time this issue of the journal is in the hands of readers, 
another year will have run its course, and we shall be looking 
forward to whatever 1938 has in store. During the past year, 
many helpful suggestions and much encouragement have come to 
us from readers in various parts of the Commonwealth. 

The editors and correspondents desire to express their gratitude 
for these signs of interest in the development and progress of the 
journal and to convey to each of their readers the wish that the 
New Year will bring health, happiness and prosperity. 


Australian Business Statistics 


Two new and useful additions to the somewhat scanty range of 
Australian business and banking statistics have recently been made. 
On November 1, the Commonwealth Statistician issued the first 
of a Monthly Review of Business Statistics, and on December 1, 
the Commonwealth Bank issued its first Statistical Bulletin. 

The Statistician’s Review is intended “to bring together the 
latest information relating to salient economic trends,” which “has 
been available hitherto only in the Quarterly Summary and in 
monthly press notices dealing with individual subjects.” It is 
described as being partly experimental and its continuance and 
further improvement is apparently dependent upon the approval 
with which it is received by the public. 

The statistical tables included in the Review cover a fairly wide 
range of business “barometers,” including indexes of employment. 
trade, wages, wholesale and retail prices, transport, public finance 
and banking statistics. In the November issue—which at the time 
of writing is not yet available—monthly tables of imports by major 
classes, exports of chief commodities, and indexes of overseas 
prices and production are to be included. 

The Commonwealth Bank’s bulletin contains, in addition to a 
short survey of seasonal and general business conditions and pros- 
pects, a series of tables and graphs of banking statistics, price 
indexes and overseas trade data. Some of the material is entirely 
new, some has been available in the past from other sources, and 
some consists of familiar information presented in an original 
Manner. 


A 
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Of the new material, perhaps the most important is the table 
of monthly averages of Liabilities and Assets within Australia, 
which is accompanied by a graph showing the monthly movement in 
deposits and advances. Hitherto, quarterly average figures only 
have been available, and it will be remembered that the Royal 
Commission on Monetary and Banking Systems recommended 
(paragraph 656 of its Report) that the Commonwealth Statistician 
should obtain from the trading banks, and publish, statistics cover- 
ing at least, inter alia: 

(a) Monthly averages of assets and liabilities within Australia, 

analysed in more detail than the existing quarterly averages, 
e.g., Showing separately treasury bills, deposits with Com- 
monwealth Bank and advances. 

The table referred to corresponds closely with this specific recom- 
mendation, since the assets are classified in the following groups: 

Coin, Bullion, Notes and Cash with Commonwealth Bank; 
Government and Municipal Securities ; 

Treasury Bills; 

Advances, Discounts, etc. 

Possibly the publication of this particular table represents the 
first step towards implementing the recommendation by the Royal 
Commission, though it is interesting to notice that it has been 
issued by the bank and not by the Commonwealth Statistician, as 
the Royal Commission proposed. 

Other tables not hitherto available are the N.S.W. Share Price 
Indexes for General and Gold Shares respectively (included in 
a table of Price Indexes) and the Australian Export Prices table 
(hitherto supplied to the daily press in total only, but now presented 
in classified form showing separately the movement in eight of the 
principal exports). The indexes of export prices correspond 
closely with the Commonwealth Statistician’s price index, but it 
may be expected that the bank will be able to make them available 
a short while before they can be published by the Statistician. 

An interesting new treatment of import statistics, involving a 
projection slightly into the future is the table showing the Annual 
Rate of Imports, based on three monthly moving averages of 
weekly imports adjusted for seasonal fluctuations, and indicating 
“the imports to be expected if the rate of flow for the months 
referred to continued for a whole year with only seasonal fluctua- 
tions.” 

The classification of imports into Australia (classified into eight 
broad groups) is a re-classification of the Commonwealth Statis- 
tician’s figures in less detail, but available earlier than has been 
possible in the past. The tables of Bank Clearings, Assets and 
Liabilities of the Commonwealth Bank, the Bank of England and 
the London Clearing Banks, Security Yields, Commodity Prices, 
Cost of Living Index and Overseas Trade represent information 
already available from other sources, but their inclusion in the 
Bulletin enhances its value as a convenient summary of vital bank- 
ing and business data. 
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Interest in the use of business statistics in Australia is slowly 
awakening, and the extension of the Commonwealth Statistician’s 
service as well as the entry of the Commonwealth Bank into the 
publication field are signs of that awakening. The publications are 
intended to serve the business community and the public generally, 
and it is to be hoped that they will receive the attention they merit. 
We believe that they will well repay the director, manager or 
accountant who is prepared to take the little trouble involved in 
studying their import and learning to use them. If they meet with 
approval from the business community they will, doubtless, be 
rapidly extended in scope and thus lead to the eventual provision 
of data covering a range wide enough to form a sound basis for 
business forecasting and budgeting. Without such a solid foun- 
dation, the budgets of which we are beginning to talk so glibly 
must remain, in large measure, shots in the dark. 

The Commonwealth Bank is apparently not unwilling to extend 
its statistical service to industry and commerce if it can obtain the 
necessary encouragement and support from industry itself. 

In our February, 1937, issue, we referred to the progress that 
has been made in U.S.A. in the collection, tabulation and use of 
statistics voluntarily supplied by business units, and to the need 
in Australia for similar material as a basis for the development of 
standard operating and financial ratios. The chief difficulty in 
the way of progress in this direction appears to be the perhaps 
natural fear of disclosure of confidential information, but it has 
already been shown in U.S.A., and to some extent in Australia 
also, that by the use of code numbers, strict anonymity of the 
sources of the information can be preserved. In our previous article, 
we quoted the work of the National Bureau of Economic Research 
as an indication of the kind of work that can be performed by a 
Central Bureau of Business Statistics. 

As to the use to which the information can be put, we quote from 
the Foreword to a report recently published by the Trade Asso- 
cation Department of the Chamber of Commerce of the United 
States under the title Use of Trade Association Statistics in Manu- 
facturing : 

“Numerous surveys indicate that the collection and dis- 
semination of statistics constitute one of the most common and 
most important activities carried on by trade associations. 
The elimination or reduction of waste and inefficiency, the 
establishment of sound production, distribution and price 
policies represent some of the direct ‘dollars and cents’ values 
to individual concerns and some of the benefits to the public 
through proper uses of statistics disseminated by trade asso- 
ciations.” 

The report gives chapter and verse. It describes the collection of 
statistics relating to production, sales, costs, and prices by more 
than twenty distinct Trade Associations. And it describes how 
the collection of statistics has assisted individual businesses to solve 
problems such as how much to produce, which line is most profit- 
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able, how much to stock, how to anticipate style changes, how to 
increase efficiency in production, marketing and credit control, 
how to determine prices, and a host of others. 

Experience such as this shows conclusively that business statistics 
are no mere academic pastime. They pay, and the dividends are 
worth while! The sooner Australian business realises that fact 
and overcomes its lingering suspicion of statistics, the better for 
Australian business. Accountants, practising and non-practising, 
should use every opportunity that presents itself of impressing that 
fact on their clients, directors, or general managers. 


Articles in Overseas Accountancy Journals 


The Accountant 
September 25, 1937: Note on Scope of Responsibility in Partial 
Private Audits, in which the question of privity of contract is 
shortly considered as well as the question of moral responsi- 
bility. 


October 2, 1937: Leading Article on The Costs of Distribution— 
an examination of the costs involved in the existing multi- 
plicity of retail shops, and the incidence of those costs: The 
Valuation of Raw Materials—I, by Peter Griffiths, a summary 
of and commentary on the results of an investigation con- 
ducted by the N.A.C.A. into practices followed in U.S.A. in 


the valuation and accounting treatment of raw materials: 
Costing Problems and the Chemical Industry, by H. R. Odling. 


October 9, 1937: Leading Article on Banks as Trustees, com- 
menting on the case Jn re Northcliffe’s Settlements, and deal- 
ing with the objections to the appointment of Banks as 
trustees: The Valuation of Raw Materials—II. 


October 16, 1937: Pitfalls in the Path of a Professional Accoun- 
tant, a paper by H. M. Barton discussing “some of the less 
obvious difficulties that may arise in the accountant’s relations 
with his clients and the public and, not less important, in his 
relations with fellow members of the profession.” 


October 23, 1937: The Treatment of Oncost in Cost Accounts, 
a review of lectures given by Mr. S. W. Rowland on Some 
Modern Difficulties in the Measurement of Profits, and by Mr. 
R. S. Edwards on The Rationale of Cost Accounting, which 
have been published as part of a volume entitled Some Modern 
Business Problems. (The lectures and the review will be of 
particular interest to those who have been following the dis- 
cussion between Mr. L. A. Schumer and Mr. R. Adamson 
in this journal.) 


The Journal of Accountancy 
October, 1937: Cost Finding for Railroads, by H. D. Koontz. 
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November, 1937: What Have We Done, and How?: the Presi- 
dential address by Col. R. H. Montgomery at the annual meet- 
ing and fiftieth anniversary celebration of the American 
Institute of Accountants: To What Extent Can the Practice 
of Accounting be Reduced to Rules and Standards? by G. R. 
Byrne, the prize essayist in the fiftieth anniversary contest of 
the American Institute of Accountants. 


The Accountants’ Journal, N.Z. 


Auditors and Stock-in-Trade, editorial comments on the opinion 
expressed by Mr. G. H. L. Davies, winner of the first travel- 
ling scholarship granted by the Incorporated Institute of 
Accountants of New Zealand, on the increasing care taken by 
auditors in Great Britain in verifying stock-in-trade. Mr. 
Davies thinks that much more attention is given to this aspect 
of accountancy in Great Britain than is customary in New 
Zealand, and extends to physical check of portions of the 
stock, careful comparison of stock records with purchase 
invoices and current market quotations, and the meticulous 
checking of extensions and additions: Editorial on More 
Informative Balance Sheets. 





Readers’ Questions and Replies 


EXECUTORSHIP ACCOUNTS—INTEREST ON MORT- 
GAGES IN ARREARS—TREATMENT IN THE 
ACCOUNTS. 


A reader, who has been appointed executor of an estate in which 
part of the assets consists of second mortgages, on which interest 
is considerably in arrears, and in respect of which it is not likely 
that either principal or interest will be received in full, inquires as 
to the best method of treatment of the assets in the books. 

An experienced trustee, to whom this inquiry was referred, 
advises that, in such circumstances, a sworn valuation should be 
obtained of each security, and that, should any of those valuations 
be less than the amount owing for principal and interest under the 
respective mortgage, the asset should be included in the probate 
duty statement at the amount of the valuation. This treatment 
for probate duty purposes will govern the manner of recording 
the asset in the books, since the assets should be brought in to the 
accounts at the values as proved. Where the value so brought in 
is less than the full amount owing it will be necessary to show the 
actual amount owing by way of memorandum, so that it will be 
clearly on record in the books. The question of apportionment of 
collections of interest or realisations on the securities apparently 
does not arise in this particular instance. Should it do so, it would 
be advisable for the executor to obtain legal advice, since con- 
siderations of some complexity are involved. 
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“BLANKET” DEPRECIATION RATES: REPLACEMENT 
OF PORTION OF THE ASSETS 


A.B. writes :-— 

“I should be glad if you would clear up a little problem which 
rather perplexes me, as my auditor and I disagree upon its treat- 
ment. 

“An undertaking (electricity supply) for which I prepare the 
accounts does not charge depreciation directly against the assets 
of the concern, but raises a reserve for depreciation by debiting 
profit and loss and crediting the reserve account. The reserve is 
a straight-out percentage over the total value of the assets, and the 
accounts show no difference in the amount reserved on semi-per- 
manent assets, such as buildings, or reserved on, for instance, a 
motor truck estimated to be reduced to scrap value in about eight 
years. 

“Repairs and renewals, general maintenance, etc., are debited to 
appropriate accounts, and not against the reserve account. Pre- 
sumably, when the reserve percentage was fixed, which was prior 
to my advent in the matter, the fact that some machinery or plant 
was of a more durable nature than the others was taken into con- 
sideration. The actual percentage is only 3%, which is admittedly 
low, and has now been increased to 5%. 

“The position now arises that a truck purchased nine years ago 
is to be scrapped. The amount that has been reserved on all plant 
is 3%, or 27% for the nine years. I hold that (while not denying 
that the reserve created has been low) the whole of the loss by 
depreciation should be debited against the reserve account, as the 
reserve is created for such a purpose. My auditor holds that only 
27% should be written off against the reserve, the remaining 73% 
being charged either to profit and loss or to accumulated profits. 
His point would be awkward in the case of a brick building esti- 
mated to last fifty years, but covered by the general reserve of 
3%, if such were to be scrapped at the end of fifty years, as the 
amount reserved would be 150% by that time.” 


Answer: 

By a coincidence, this inquiry provides a concrete illustration of 
the difficulties which arise from the adoption of defective accounting 
practices in regard to depreciation, which were the subject of an 
editorial in our November issue, written before the receipt of our 
correspondent’s letter. The difference of opinion between our 
reader and the auditor arises because of the inadequate information 
available in the accounts. The annual provision of 3% to provide 
for depreciation of the whole of the fixed assets of the undertaking is 
a composite rate, arrived at, in the first instance, by some, probably 
rough, estimate of the average rate necessary, taking into account, 
as our correspondent suggests, the differing service lives of the 
various kinds of structures, machinery and equipment. 

It does not follow that the average rate is to be regarded as 
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spread equally over the various assets. It is, in fact, not possible 
to determine the amount of the depreciation “reserve” which is to 
be applied to the motor truck which has now been scrapped. To do 
so, it would be necessary to determine, as accurately as possible, the 
depreciation rate appropriate to each group of assets having a 
common estimated service life, to segregate the original costs of 
each group, and, by applying the appropriate rate for each group to 
the cost price of that group for the number of years for which 
the group has been in operation, to determine the accumulated 
depreciation oi each group. 

It would appear likely that such an analysis would disclose the 
inadequacy of the composite rate of 3% which has been used. In 
other words, it would probably be found that depreciation provi- 
sions made in the past have been insufficient, and that the present 
depreciation “reserve” should be increased. 

The deficiency should, in this event, be made good as quickly as 
possible, preferably by a transfer from accumulated profits to the 
depreciation “reserves,” or, if that be not possible, or for any 
specific reason not desirable, by increasing the depreciation rates 
to be charged in future until the leeway is made up. Thus, assum- 
ing the following figures: 


Group A GroupB Group C 
Origitial cost .. .. .. .. £15,000 £5,000 £10,000 
Depreciation rate (on 
i Ser are 5% 4% 3% 
(based on_ estimated 
service life) 
All the assets have been in use for three years. 


Total depreciation required to date— 
Group A.—3 years @ £750... .. .. .. .. .. £2,250 
Group B.—3 years @ £200... .. .. .. .. .. 600 
Group C.—3 years @ £300... .. .. .. .... 900 


£3,750 
Depreciation provided— 
3 years @ 3%, on £30,000 .. .. .. .. .. £2,700 


EE 
To be made good by-—— 
(a) Immediate transfer to the depreciation “reserve” accounts 
from net percentage account; or 
(b) increase of the depreciation rates all round by 1% for the 
next three years. 


If this procedure were followed, the balance of the book value of 
the truck which has been scrapped (ascertained by taking into 
account the cost of the truck, less depreciation at the rate selected 
for the motor truck group) should be small, and should be written 
off to revenue account. 
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It should be noted, however, that, unless the deficiency is made 
good immediately by transfer from past profits, it will have been 
temporarily capitalised—an undesirable feature, justifiable only on 
the ground of expediency. 

Moreover, in comparisons of the net earnings of the undertaking, 
the changed basis for depreciation charges should be allowed for. 

In the event of it not being possible to make the suggested analysis 
of group costs and depreciation provisions, the situation must remain 
obscure, but in view of the admittedly low composite rate used in 
the past, the loss on sale of the scrapped truck should be charged to 
revenue account, on the ground that it is not proper to reduce a 
depreciation “reserve” which is already admitted to be inadequate. 

It is assumed that, in the circumstances described by our corres- 
pondent, the ideal of a complete analysis of the fixed assets, item 
by item, and the setting up of a plant register is, at the moment at 
least, impracticable. Analysis into homogeneous groups is, there- 
fore, suggested as a compromise, which may be used as the first 
step in the direction of a thoroughly scientific treatment of the 
expiring capital outlay. 





Book Review 


Principles of Public-Utility Depreciation. Perry Mason. Ameri- 
can Accounting Association, Chicago, 1937. Pp. vii + 128. 
Price, $1. 


The American Accounting Association is a comparatively re- 
cently formed association of University instruction in accounting, 
which has placed in the forefront of its programme the object “to 
develop accounting principles and standards, and to seek their 
endorsement or adoption by business enterprise, public and private 
accountants and governmental bodies.” 

This volume is published as the first of a series of monographs 
on accounting principles. For such a purpose, the subject has been 
well chosen, for depreciation is one of those controversial account- 
ing questions on which the last word “never is but always to be” 
said. The author neatly points the moral in his Preface by quoting 
a writer in The Accountant of September 19, 1903. “So much has 
been said and written from time to time with regard to the subject 
of depreciation that it would at first sight appear to be almost impos- 
sbile that there existed any scope for further discussion on the 
matter.”” Controversies on the subject, however, have continued 
unabated ever since, and “in spite of the tremendous volume of 
written material on the subject, there has been comparatively little 
progress towards reconciling the sharply different concepts and 
interpretations which have been developed by various groups of 
writers.” 

The extent of the field for controversy on the subject is indicated 
by the Bibliograph included in this book, covering eleven closely- 
printed pages of selected cases on depreciation problems, from 
American Public Utility Reports. 
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It is not surprising that Professor Mason has dealt with the 

subject in relation to public utilities, for the problems have been 
raised in an acute form by the need for accurate ascertainment of 
depreciation allowances in the public regulation of the privately 
owned public utilities of America. But the subject is treated from 
the standpoint of principles, which are valid in any accounting 
system. 
“Professor Mason sees depreciation, in the words of the 
Accountants’ Handbook, as “the financial effect of deterioration, 
wear and tear, obsolescence, and inadequacy,” processes which can- 
not be avoided, and which are independent of replacement or 
intended replacement of the asset. Consequently, it is treated as 
“one of the regular operation costs or expenses which enter into 
the cost of producing certain goods or services.” 

The various methods of accounting for this expense, straight- 
line, annuity, sinking fund, fixed percentage of reducing balance, 
production units, replacement, revaluation and other methods are 
all critically examined, and their effects considered in a series of 
closely reasoned examples, and the preference is given to the 
straight-line method based on cost. The apparently more scientific 
compound-interest methods are thought to carry “statistical refine- 
ment to a point hardly justified by the actual conditions.” The 
fixed instalment on reducing balance method, which is said to be 
used widely in English practice—and which is very common in 
Australia—is “rarely found in use in the United States, though 
the author finds what is to us a novel point in its favour, that since 
it loads the early periods of the life of an asset, it tends to take 
care of unexpected obsolescence.” This loading of the early years, 
however, presents also the disadvantage of possible over-burdening 
of periods when the enterprise has not reached full production. 
Most accountants will agree also with the author’s criticism that 
it is susceptible to incorrect handling, through the illusory nature 
of the charge obtained by the application of a fixed rate to a 
declining balance. 

The author’s comment on the use of the term “depreciation 
reserve” reaches a sympathetic audience in the present reviewer, 
at least, and, it is hoped, in a widening circle of accountants in this 
country. 

“The word ‘reserve,’” he says, “is one of the most overworked 
and misused terms in accounting and the most unfortunate use 
of all is as the title of an account which records nothing but the 
accumulated depreciation on an asset account. ... The significant 
facts are that a reserve for depreciation does not represent a fund 
of assets, that it is not a liability to be met in the future, and that 
the essential data displayed by the accounts and the balance sheet 
would be no different if the amount of depreciation had been 
credited periodically directly to the asset account.” 

Yet he is apparently resigned to this misuse, and perhaps— 
though we would be sorry to think his resignation warranted—he 
shows his knowledge of the idiosyncrasies of accountants when 
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he says that, in spite of attempts to popularise a less ambiguous 
and confusing term, “the conventional phrase seems to be firmly 
fixed in our terminology.” 

The American Accounting Association and the author are to be 
congratulated on this first essay in the development of principles, 
We shali look forward with interest to future volumes of the same 
character. 


A. A. FITZGERALD. 


Publications Received 


Cost Accounts for Wireless Retailers. W. R. Dwerryhouse: Gee 
& Co. Ltd., London, 1937. Pp. 39. Price 2/10, post free 
abroad. 


A clear and concise description of a complete accounting system 
which has “been in operation in some forty dealers’ businesses 
for over a year, and for that reason may be said to have stood the 
acid test of experience.” Though designed primarily for wireless 
retailers, the system described would be easily adapted to any 
business in which the commodities dealt in are of such a nature 
as to permit of the adoption of the perpetual book inventory system 
for stocks. Hire Purchase accounts are shortly, but satisfactorily, 
described. Emphasis is laid throughout on the necessity for the 
preparation of accounts showing trading results at frequent 
intervals. 


Table Showing Wages Tax Payable under the N.S.W. Special 
Income Tax Act 1933-1937. The Law Book Co. of Australasia 
Pty Ltd. 
As part of its Taxation Service, The Law Book Co. has issued 
a useful table showing the weekly, fortnightly and monthly rates 
of tax payable on incomes from £3 to £20 a week for persons with- 
out dependants, and for persons with from one to five dependants. 
The pamphlet is supplied to subscribers to the company’s Taxation 
Service only, and it is not proposed to offer it for sale. It should 
be invaluable in the preparation of pay rolls and the making of 
the deductions. 


A Concise Law Dictionary for Students and Practitioners. By 
P. G. Osborn. The Law Book Co., 1937. Pp. 358. Price 15/-. 
This is the second edition of a work by a barrister-at-law of 
Gray’s Inn. The first edition was published in 1927 and was 
described as “an attempt to provide a concise law dictionary . . . 
in which the words and phrases, the rules and doctrines of the law 
of England, are defined and explained.” The second edition has 
been brought up to date by the inclusion of new titles and the 
extension and amendment of others, and reflects the changes in 
the law since the first edition appeared. 
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Though it is intended primarily for lawyers and law students, 
the book will be most useful to accountants and accountancy stu- 
dents also, for the practice of accountancy touches the theory and 
practice of law at many points. The accountant who sets out to be 
his own lawyer unquestionably “has a fool for a client,” but, at 
the same time, the occasions on which an accountant needs a handy 
reference to the meaning of legal terms are innumerable and per- 
sistent. An authoritative dictionary such as this is therefore a most 
useful adjunct to any accountant’s library. An appendix contains 
an index to the English, Irish, Australian and Canadian Law 
Reports. 





Correspondence 


OVERHEAD AND ONCOST 
The Editor, The Australian Accountant 


Dear Sir,—Mr. L. A. Schumer is quite right, but he does not 
go far enough. There is a good market for some elementary book 
on Cost Accounting as he suggests, and one regrets that the need 
has not yet been fulfilled except through the notes of a home study 
course. More important than that, however, there is need for some 
uniformity of opinion and practice as well as terminology among 
cost accountants themselves. 

At the present time, in Australia, there is a craze for standard 
costing, and a number of cost accountants are experimenting with 
various manufacturing concerns to try to find ways and means 
of ascertaining how far actual costs vary from the standards that 
are set up, with the minimum of cost accounting and without inter- 
ference with the ordinary financial system of accounts. 

Despite the earnest efforts of these devotees to standard costing, 
there yet remains the vast majority of factories and works where 
the ordinary job costing system is in operation. The cost accoun- 
tants who obtain satisfactory results from such system do not need 
an elementary book on cost accounting to tell them the difference 
between “oncost” or “overhead” and “expense.” They know from 
experience that a total factory cost must be placed on a job or shop 
order as soon as it is finished. 

They therefore add to the known material and labour cost an 
amount which they estimate will be sufficient to cover the indirect 
manufacturing expenses properly chargeable to that particular job 
or order. 

The amount so added by them is variously called oncost, burden 
or overhead, and they measure the efficiency of their costing system 
by the extent of the difference between the total of these oncost 
charges to jobs in a given period and the total of the actual expenses 
incurred in that period. 

The estimate of the oncost charge may be based on various 
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methods—a percentage on labour cost, a rate per labour hour, a 
machine rate, etc.—but the principle is that something is added to 
the job costs of material and labour to arrive as nearly as possible 
at the total cost, inclusive of the third element of cost—namely, 
expense. 

Of course, in a factory concerned with multifarious jobs of a 
widely different character, the skill of the cost accountant lies in 
varying the method of estimating the oncost charge according to 
the characteristic of the job. Even with this proviso, however, 
the total of the oncost charges to jobs should closely approximate 
to the actual expense. 

The terminology should be clear so that the term “oncost” is 
applied only to estimates for expense. The actual expense should 
be classified as factory or manufacturing expenses. The same 
principle should be followed with selling expense, distribution 
expense, and administration expense. 

Yours truly, 
R. ADAMSON. 

Melbourne, 1/12/37. 


“SOME RANDOM THOUGHTS ON CURRENT 
PHILOSOPHIES” 


The Editor, The Australian Accountant 

Dear Sir,—The address on the above topic by Mr. P. L. Cant- 
well, reported in the November issue, is rather unfortunate in 
being so obviously biased. Certainly the war of the political ideolo- 
gies is one of the features of current world experience; but in 
offering such slashing condemnation of dictatorial government of 
the communist variety he failed to mention the corresponding 
opposite danger of fascist dictation. 

The examples of democracy in the world to-day may involve 
many instances of inefficiency, but we must be prepared to pay 
something for what personal liberties we can yet maintain in this 
age of regimentation. The losses of liberty by reason of a multi- 
plicity of licences which he refers to are certainly burdensome; 
but the remedy he would prescribe, namely, the fixation of wages, 
interest, dividends and prices, involving as it does the creation of 
an enormous bureaucracy, would prove intolerable to those of 
Anglo-Saxon origin. May we urge that accountants hold fast to 
the British tradition of democratic government which has been 
so slowly and painfully built up since the day of Magna Charta? 

Yours, etc., 


V. C. ARTHUR, A.F.I.A., A.I.1S. 
Brunswick, 1/12/37. 
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Taxation Section 
Edited by J. A. L. Gunn, F.1.c.a. 


INTEREST PAID BY COMPANIES TO NON-RESIDENTS 


QUEENSLAND ACT 


Section 42 (1) (a) of the Queensland Income Tax Assess- 
ment Act of 1936 provides that where interest is paid or credited 
by a company to any person who is a non-resident— 


(i) on money secured by debentures of the company and used 
in Queensland, or used in acquiring assets for use or dis- 
posal in that State; or 

(ii) on money lodged at interest in Queensland with the com- 
pany, 


the company is liable to pay Queensland income tax on: 


(a) the full amount of the interest, where the payee is a com- 

pany, and 

(b) so much of the interest as exceeds the statutory exemption, 

where the payee is not a company. 

The company is authorised to deduct and retain for its own 
use out of any moneys for the time being due or payable to the 
non-resident, or for the time being in its hands belonging to the 
non-resident, so much as is necessary to pay the tax—S.42 
(1) (b). 

The first point to observe is that Section 42 (1) applies only 
where the payer of the interest is a company. “Company” 
includes all bodies or associations corporate or unincorporate, but 
does not include partnerships (S. 4). 

In Colonial Gas Association Ltd. v. D.F.C. of T. (1934), 51 
C.L.R. 172, a case which upheld a similar provision of the pre- 
vious Commonwealth Act, Dixon J. said: “. . . upon its proper 
interpretation the application of the sub-section is confined to 
companies deriving assessable income from Australia.” Section 
20 (2) of the previous Commonwealth Act, however, com- 
menced with the following words: “In addition to any other 
income tax payable by it, a company shall also pay income tax 
on.” The present Acts provide that “the company shall be liable, 
without affecting its liability (if any) in respect of other income 
tax payable by it, to pay at the rate declared by the Parliament.” 
It is possible that the new provisions apply not only to “com- 
panies” which derive assessable income from Australia (or 
Queensland), but also to those which do not derive assessable 
income, such as municipal councils. 

The section applies whether the company be a resident or a 
non-resident. 
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The second point is that S. 42 (1) (a) applies to interest paid 
or credited to a non-resident. 


“Resident” means: 

(a) a person, other than a company, who resides in Queens- 
land, and includes a person— 

(1) whose domicile is in Queensland, unless the Commis- 
sioner is satisfied that his permanent place of abode 
is out of that State; or 

(ii) who has actually been in Queensland, continuously or 
intermittently, during more than one-half of the year 
of income, unless the Commissioner is satisfied that 
his usual place of abode is out of Queensland, and 
that he does not intend to take up residence in that 
State; 

(b) a company, which is incorporated in Queensland, or 
which, not being incorporated in Queensland, has either its 
central management and control in Queensland, or its 
voting power controlled by shareholders who are residents 
of that State; and 

(c) any company deemed by the Commissioner to be a resi- 
dent. 


All other persons (including companies) are “non-residents” 
for the purposes of the Act (S. 4). 

The third point is that S. 42 (1) (a) relates to interest paid 
or credited on money secured by debentures of the company, 
and used— 


(a) in Queensland, or 


(b) in acquiring assets for use or disposal in Queensland, e.g., 
plant or trading stock. 


The sub-section also relates to interest on money lodged at 
interest in Queensland with the company. 

Section 42 (1) (a) does not, however, apply in the following 
circumstances : 


(a) Where the payer company establishes, to the satisfaction 
of the Commissioner, that a person, resident out of Aus- 
tralia can enforce payment, without any deduction under 
S. 42 (1), of interest on any such money secured by 
debentures, or lodged at interest with the company; 

(b) where the payee is— 

(i) a company which carries on business in Queensland, 
and has a public officer duly appointed under the 
Queensland Act, unless the Commissioner, by notice 
in writing to the payer company, directs that S. 42 
(1) shall apply; or 

(ii) a person, other than a company, who is a resident of 
Australia, where the Commissioner is satisfied— 

(a) that the payee is not liable to pay income tax; of 
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d (b) that arrangements have been made to the Com- 
missioner’s satisfaction for payment of all income 
tax that is or may become payable by that person, 


and in either case the Commissioner, by notice in writing to the 
payer company, directs that S. 42 (1) shall not apply. 





The fourth point to note is that where the payee is not a 
4 company, income tax is payable only on so much of the interest 
le paid or credited in the year of income as exceeds the statutory 

exemption. Persons who are domiciled in Queensland, the 

or Northern Territory, or outside Australia are entitled to the 
2 statutory exemption. Persons domiciled in other States of Aus- 
at tralia or in the Federal Capital Territory are not entitled to the 
d statutory exemption—S. 29 (28) (b). 
at The statutory exemption under the Queensland Act is: 

(a) Where the income does not exceed £150—the amount of 
ad the income. 
ts (b) Where the income exceeds £150, but does not exceed 
ts £250—the sum of £150 fixed. 
ts (c) Where the income exceeds £250—the sum of £150 less 
; £1 for every £4 by which the income exceeds £250, 
“s thus vanishing at £850. 
v3 Where the payer company has no knowledge of the non-resi- 
, dent payee having derived income from other Queensland sources 
4 during the year of income, the payer company will have no 


option but to calculate the amount of the statutory exemption 
yr (if any) with reference to the amount of interest paid by it to the 
non-resident during the year of income. Where the payer has 
such knowledge he should calculate the statutory exemption 
with reference to the total income derived by the non-resident in 
the year of income. 

For example, if the first payment in the year of income to an 


° individual who was resident in England amounted to £100, 
e no tax should be deducted. If the second payment during the 
year of income were £100 the amount on which tax would be 
payable would be £50: 
- PE a eee 
. Statutory exemption .. .. .. .. .... 150 
eC ———— 
y Tax payable on .. .. .. .. .. .. .. £50 
If the third payment during such year were £100, tax would 
d, be payable on— 
ie De Gy den a oe. oe we oe ee 8 
. Statutory exemption 
nm 2 
wn- Dom a. 138 
of 4 


£162 
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Tax is payable on £162 at the rate applicable thereto, less tax 
already paid on £50. The net amount is deductible from the third 
remittance of £100. 

If the fourth and last payment during the year of income were 
£600, the total interest paid during such year would be £900, 
in which case the statutory exemption is nil. Tax is payable on 
£900, less taxes paid in respect of the second and third remit- 
tances, and the net amount is deductible from the last remittance 
of £600. 

Tax is calculated with reference to the number of Australian 
pounds required to meet the commitment when the interest is 
paid or credited; cf. Payne v. F.C. of T. (1936) 55 C.L.R. 158, 
There is an interesting English decision on this point. A com- 
pany issued certain debentures secured by a trust deed, which 
provided, inter alia, that interest declared at sterling rates should 
be paid in sterling in London, or in New York in U.S.A. dollars at 
the fixed rate of 4.86 dollars to £, or in Amsterdam at 12.11 Dutch 
florins to £. The company paid debenture interest on Decem- 
ber 31, 1931, deducting income tax at the rate of 5/- in £ there- 
from in sterling. A certain warrant was cashed for dollars. The 
Crown contended that in respect of that warrant a larger sum for 
income tax than that deducted by the company should have been 
deducted, such sum being arrived at by converting the total 
amount of the interest into dollars at 4.86 to £1, deducting tax 
in dollars at 5/- in £1, and re-converting this sum into sterling 
at 3.39 dollars to £1, the rate of exchange ruling on December 
31, 1931. 

Example: Interest paid, £stg.1,000. 


(a) As contended by taxpayer— 
£1,000 at 5/- in £ = £250. 
(b) As contended by Crown— 
(a) Convert £1,000 @ $4.86 to £ = $4,860. 
(b) Tax in dollars @ 5/- in £ = $1,215. 
(c) $1,215 converted @ $3.39 to £ = £358/8/-. 


The English High Court held that interest was paid and tax 
had to be deducted when the warrant was posted, and inasmuch 
as at that time the company could not know when or where it 
would be presented for encashment nor the rates of exchange 
on the day on which it would be presented, the company must 
deduct income tax upon the interest in sterling. The right to 
get dollars or Dutch florins was an added right which did not 
affect the interest on the debentures which was payable as 
interest in sterling: Rhokana Corporation Ltd. v. I.R. Comrs. 
(1936), 2 All E.R. 678. 

It will be observed that S. 42 (1) (a) applies to interest paid 
or credited. For example, where a fixed deposit falls due in an 
income year, and the non-resident depositor arranges for the 
principal, together with the interest payable by the bank on the 
due date, to be placed at fixed deposit for a further term, then 
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ax tax is payable by the bank in respect of such interest as income 
td of the year in which it was so credited, and the bank may deduct 
the tax when arranging the fresh deposit. 
Te A problem arises where interest is credited in its books by a 
0, company which defaults in payment of that interest. It is pos- 
on sible that, in view of the clear words of the sub-section, “paid or 
it- credited,” a mere “crediting” of interest is sufficient to attract tax. 
ice When interest is so credited, assessments would be raised, and it 


would be left to the taxpayer to demonstrate that default was anti- 
an cipated at the date of crediting; that the interest was not paid, 


is and that there was no likelihood of the interest being paid. There 
58. have been instances where relief has been granted in this class of 
m- case. 

ich The Eighth Schedule of the Queensland Income Tax Act of 


ild 1936 provides that on each and every pound of interest paid or 
at credited by a company to a non-resident, the rate of tax shall 
rch be 28d. 

m- In addition, the payer company is required to pay super tax 
re- # and additional tax to the extent provided by SS. 5 and 6 of the 
‘he Income Tax Act. 

for Super tax is payable at the rate of 20 per cent. on the amount 
of the income tax payable under the Act. Super tax is not pay- 
able where the taxable income of any person (other than a com- 
pany) does not exceed £250; S.5(2). Where the taxable income 
ing § of any person other than a company exceeds £250, then from the 
er + super tax which would be payable otherwise by such person there 
shall be deducted the amount of super tax on the amount of 
statutory exemption allowed to such person—S. 5 (3). 


st oO 
es 
ene nee 


Example : 
Interest paid to individual domiciled out of Australia £374 
Statutory exemption— 








£150 —4 >) ng 

ax 
ich ee ere ee a 
e | 
ige As the taxable income exceeds £250 super tax is payable. 
ust Tax on £255 at 26d.in E€ =.......... £2915 O 
to 
not Super tax— 
as 20 per cent. of £29/15/ = .. £519 O 
rr. Less 20 per cent. of £13/17/8, 

being tax at 28d. in £ on 
aid £119—statutory exemption . 215 6 
an ——— 336 
the 





the Tax, upon which additional tax is payable, infra £32 18 6 


hen a 
B 
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Additional tax is payable on the incomes of— 
(a) all persons (except companies and persons not resi- 


dent in Australia), calculated as follows: 

(i) Where the taxable income does not exceed £779~ 
nil. 

(ii) Where it exceeds £779, but does not exceed £849 
—15 per cent. of the income tax and super tax. 

(iii) Where it exceeds £849, but does not exceed 
£899—16 per cent. 

(iv) Where it exceeds £899, but does not exceed £949 
—18 per cent. 

(v) Where it exceeds £949, but does not exceed 
£999—20 per cent. 

(vi) Where the taxable income exceeds £999—27} 
per cent. of the income tax and super tax. 


(b) All persons not resident in Australia—274 per cent. of 


the income tax and super tax (if any). 


Examples: 


(1) 


(2) 











Interest £800 paid to an individual resident in another 
State or the Federal — semen 
ae See SSS 
Statutory exemption ap hg ae ae nil 
pO eee eee 
Tax on £800 at 28d.in £ .. .. .. .. .. £93 6 8 
8 eS fe eee eee 18 13 4 
£112 0 0 
Additional tax 15 per cent., S. 6 (a) .. .. 16 16 0 
De ED ke os 2s 06 oe cs ce tt ee 





N.B.—Residents of other States and the Federal Capital 
Territory are not entitled to the statutory exemption. 








Interest £500 paid to an individual resident in another 
State. 
Pe ae 
Statutory exemption 4 oa we oe ah ue nil 
Tammie Gee ow oc cc te ce ce ce ES 
Tax on £500 at 28d.in £ .. .. .. .. .. £58 6 8 
eg eS eee eee 11 13 4 
£70 0 0 
ee ee ae eee nil 








ee OE ES is os os a is ss es ee BI OB 
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N.B.—Additional tax is not payable by individuals resident 
in Australia where the taxable income does not exceed 
£779. 


Interest £200 paid to an individual resident in another 
State. 
CS ee a 
Statutory exemption ade ac . Sel" aah Teale nil 


‘eames poems... cs cc cc cs Cc cw SRD 


Tax on £200 0 Za mE... .. .. ..-. £23 6 & 
Super tax .. .. .. ia Oe Wk ee nil 
DE os cass da? dado he oe Shaw nil 


pS eer ae oe 


N.B.—Where the taxable income of any person (other than 
a company) does not exceed £250, that person is not 
liable to pay super tax—S. 5 (2). 


(4) Interest £800 paid to an individual not resident in Aus- 
tralia. 
Interesi .. .. or eT Se eS 
Statutory exemption 


£159 — 800 — 250 13 


Taxable income .. 


Tax on £787 at 28d.in £—........ £91 16 4 
Super tax— 
20 per cent. of £91/16/4 = £18 7 3 
Less 20 per cent. of 
£1/10/4, being tax at 
28d. on £13, statutory 
are 


18 1 3 


£109 17 7 
Additional tax 274 per cent—S. 6 (2) .. 30 4 4 


Tetel tax papdile 2. 2. 00 os 0s os se os SHO IT 


N.B.—A person domiciled outside Australia is entitled to 
the statutory exemption—S. 29 (28) (b). For deduction 
from super tax see S. 5 (3) of Income Tax Act referred 
to above. 
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(5) Interest £500 paid to an individual not resident in 


Australia. 
Deberest nn «2 os hah alae Seer ata 
Statutory ‘exemption 


Taxable income . 


Tax on £412 at 28d.in £... 

Super tax— 
20 per cent. of £48/1/4 .. £912 
Less 20 per cent. of £10/5/4 
being tax at 28d. on £88 2 3 


Additional tax 274 per cent. . 


Total tax payable .. 


Interest £200 paid to an individual not resident in 


Australia. 
Beterest .. .. «« oi Eh Ac ah 
Statutory exemption Sink alle mace ea oe 150 


Taemmee MO0REE .. 5. ks kd we oe ee £50 


Tox on ESD ot 266. mB .. «. 2s ce ss ES MHS 
TEE te ue Gh de ae eb 68 AMEE de 08 nil 


£5 16 8 
Additional tax 274 per cent. .. .. .. .. .. 112 1 


ee A I nic xe. os tk ci es ce OSS 


N.B.—As the taxable income does not exceed £250, there 
is no super tax payable, but additional tax at 274 per cent. 
is payable under S. 6 (2) by all persons not resident in 
Australia, whether or not super tax is payable. 


Interest £200 paid to a company resident in another 


State. 
Interest .. .. .. je Se kee ae Se 
Statutory "exemption a Wallan kee a nil 


Tees SM ng aw sk Kids ecw se ER 
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Tax on £200 at 28d. in £.. . 
Super tax 20 per cent. of £23/6/8 . 


PO GE ie 6S kw Be KGS Ke ad 0S 


po I ee ee ee h!”hUrlU 


N.B.—Companies are not entitled to the statutory exemp- 
tion, the exemption from super tax where the taxable 
income does not exceed £250 does not apply to companies, 
S. 5 (2). Companies are exempt from additional tax— 
see note at foot of example (8). 


Interest £200 paid to a company not resident in Australia. 
Tax on £200 at 28d.in £.. .. ce 28 6S 
Super tax 20 per cent. of £23/6/8 dia tots 413 4 


ED 60 65260 46 36 os. 08 see Se SS 


N.B.—Section 6 (2) of the Queensland Rates Act provides 
that “in addition to the income tax and super tax payable 
under sections four and five of this Act there shall be 
payable on the incomes of all persons not resident in 
Australia an additional tax equal to twenty-seven and 
one-half per centum of the amount of such income tax and 
super tax (if any).” Whilst companies resident in Aus- 
tralia are clearly exempt from additional tax under S. 6 (1), 
companies not resident in Australia are just as clearly 
subject to additional tax under S. 6 (2) for the reason that 
a “person” includes a company. Advices have been 
received, however, from the Queensland Department, that 
it was never intended that additional tax should be paid by 
any company, and the Act is being applied as if it provided 
that “additional tax is not payable by companies, whether 
residents or non-residents.” 


Thus, where £200 interest has been paid by a company to a 
non-resident the taxes payable are as follow: 
Resident of Resident out 
other States of Australia 
Companies .. .. .. .. £28 O O £28 0 O 
Individuals .. .. .. .. £23 6 8 £7 8 9 
Apart from the interest calculations cast upon companies paying 
interest to non-residents, the amounts payable are in the main 
grossly excessive and are inequitable as between the different 
classes of taxpayers. 
Section 42 (3) (a) provides that where the payer company 
pays tax on any interest, and that interest is included in the 
assessment of the payee, the proportionate amount of tax paid by 
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the company in respect of the interest shall be deducted from the 
total tax payable by the recipient. 

Where the interest recipient is a resident of Australia and is not 
liable to pay income tax, or the tax paid by the company exceeds 
the amount of tax payable by the recipient, 5. 42 (3) (b) 
provides that the amount of tax paid by the company or, as the 
case may be, the amount of the excess shall be refunded to the 
recipient. It will be observed that although all interest recipients 
are entitled to the rebate provided for by S. 42 (3) (a) only 
residents of Australia are entitled to refunds under S. 42 (3) (b). 

In order to obviate retrospective collections and refunds of tax 
by reason of a change in the rate of tax, S. 42 (4) provides that 
the rate of tax payable by a company in respect of any interest 
shall be that in force at the time of payment of the interest. 

Section 42 (2) provides that where interest is paid or credited 
by a company in respect of debentures payable to bearer the 
names and addresses of the holders of which are not supplied 
to the Commissioner by the company, the company shall be 
liable without affecting its liability (if any) in respect of other 
income tax payable by it, to pay income tax upon the total 
amount so paid or credited in respect of those debentures at the 
rate of tax which would be applicable if that amount were the 
taxable income of one individual. 

The company may deduct and retain for its own use from the 
amount payable to any person who is a holder of any of those 
debentures an amount bearing the same proportion to the amount 
of tax payable by the company under S. 42 (2) as the interest 
payable to that person bears to the total interest payable in respect 
of those debentures. 

Where the Commissioner is satisfied that that person is not 
liable to furnish a return, he shall refund to him the amount of 
tax paid by the company in respect of his debentures. 

As a company includes all bodies or associations corporate or 
unincorporate, the subsection applies to interest on bearer deben- 
tures paid by such bodies as the Brisbane City Council. 

Section 21 (2) of the Queensland Income (Unemployment 
Relief) Tax Act provides that where interest and/or rent is 
payable to a person who is not domiciled in Queensland, the 
company or person paying it shall pay Income (Unemployment 
Relief) Tax on the amount, and may deduct the amount of the 
tax thereon from moneys (if any) due and payable by such 
company or person to such person not domiciled in Queensland. 

By Order in Council of June 29, 1937, the exemption under 
S. 20 has been increased from £78 to £84 and the exemption 
has been extended to absentees (except companies). Thus, with 
respect to any person (not being a company) whose total taxable 
income for the income year does not exceed £84, the amount of 
the income is exempt from tax under Part IV. For the purpose 
of this exemption the term “total taxable income” includes all 
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income liable to tax by deduction under Part III, including the 
amount of the exempt minimum under that Part, and the amount 
of the income from dividends. 

The rate of tax payable in respect of interest and/or rent paid 
toa person not domiciled in Queensland is 5d. in each and every 
£,S. 21 (3). 

Where the payer has no knowledge of the payee (other than 
a company) having derived income from Queensland sources 
other than from the payer, the payer is not required to pay, and 
deduct, Income (Unemployment Relief) Tax if the total amount 
of the rent and/or interest paid to such payee in the year of 
income does not exceed £84. The exemption applies to payees 
domiciled in other States as well as those not domiciled in 
Australia. A certificate signed by the payee to the effect that his 
gross income from all sources in Queensland did not exceed £84 
should be furnished to the Department in each instance. 


GOODS EXPORTED FROM AUSTRALIA 
APPORTIONMENT OF PROFIT 


In the August, 1937, issue of the journal the above subject 
was discussed at pp. 35-41. It has since been dealt with by the 
Board of Review, the facts of the case being: 

The taxpayer company is a resident of Australia and carries 
on business there and in Ruritania. It manufactures and 
assembles products in Australia and sends them to Ruritania for 
sale there. All its sales are by retail, and for this purpose it has 
built up independent selling organisations in both countries. For 
income years ended June 30, 1930 and 1931, the company was 
assessed under S. 16C of the Commonwealth Act in respect of the 
profits arising from the sale in Ruritania of goods obtained from 
its Australian factory on the following basis: 


Admitted estimated : a ended June a 
Selling price in Australia .. £4954 £6970 
Ct ee eae ae £4015 
Selling expenses based on 

Australian conditions .. 1828 4692 2713 6728 





Profit arising from sources 
m Ametrame .. 2. <6 0% £262 £242 








The company contended that the basis of apportionment should 
be the actual profit—not some hypothetical profit arising at a 
moment of time and at a place at the moment of export. It 
claimed that no more than 25 per cent. of the actual profit derived 
from the sale in Ruritania of goods manufactured by the company 
in Australia was attributable to sources in Australia. 
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A majority of the Board held that the income assessable to 
Commonwealth income tax should be calculated in the following 
manner : 

Actual profit to be apportioned on an expense basis: 

(a) Australia. 
(b) Ruritania. Year ended June 30 
1930 1931 
(a) Australia— 
F.O.B. cost of goods 
exported to Ruritania . £2864 £4015 
(b) Ruritania— 
Landing charges .. .. £272 £261 
Selling expenses .. .. 1554 1826 2096 2357 


Total cost of goods sold .. .. £4690 £6372 





The actual profits were: 
ee £5234 £6987 


Cost, as above 4690 6372 
Profits .. .. £544 £615 


Apportionment 
(a) Australia— 


2 
a of Ma! cabo vata 


4015 
6372 
(b) Ruritania— 


it 
fee “Tarra 


2357 
6372 


CE owe) Se 


nr é6. 99-40 «0: 6% 228 
£544 £615 
The proportions of profit allocated to (b), i.e., the Ruritanian 
expenses, were held by the majority of the Board to be wholly 
attributable to Ruritanian sources and therefore not apportionable 
under S. 16C. It was also held that of the remainder of the 
profits not more than one-half was attributable to Australian 
sources, the final result being: 


Year ended June 30 
30 1931 


Profit attributable to— 19 
Ruritania 
(a) One-half .. .. .. .. £166 £194 
(b) The whole... .. .. 212 £378 228 £422 


Australia 
(a) One-half .. .. .. .. 166 193 


Se ET 


ee eee ae £544 £615 





nex! 
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The majority of the Board said: “In the absence of details 
which would permit of closer analysis, we think these figures 
should be adopted. The exact figures, if ascertainable, might be 
lower; we are satisfied they would not be higher.” The dissenting 
member upheld the assessments. 

The taxable income was thus reduced as follows: 

Year ended June 30 

1930 1931 
As assessed .. .. .. .. .. £262 £242 
As amended by Board .. .. 166 193 


Reduction in assessments .. £96 £49 


The Question Box 
LOSS IN DERIVING EXEMPT INCOME 


Question: 

J.B.A. (W.A.) asks: 

I have been experiencing a little difficulty with Section 77 of 
the Federal Income Tax Assessment Act 1936, and would be very 
grateful for your advice and opinion regarding my interpretation 
of same. 

I think I am correct re the following points: 

(1) The Section does not apply to New Guinea concerns. 

(2) The Section can only apply in the case of exempt businesses. 

(3) The profit or losses of the exempt business will be calcu- 
lated on the same lines as businesses producing assessable income, 
ie., Sections 122, 123 and 124 would apply to a business exempt 
by reason of Section 23 (0). 

(4) Whenever a loss is made it is deductible. 

(5) Order of deduction: (a) P.E., (b) Property, (c) Dividends. 

(6) Future exempt profits must occur within the three years 
next succeeding the year of loss before they can be liable to be 
included in assessable income. 

(7) Should the exempt loss together with other allowable 
deductions exceed the assessable income, such a loss could be 
carried forward in the usual way. It will be noted, however, 
that should an exempt profit occur, Section 80 provides that it 
shall be applied to reduce such a loss carried forward in addition 
to any increase of assessable income that may result under the 
provisions of Section 77. I say “may result,” taking into account 
item (6) above and the fact that Section 80 provides for the 
carrying forward of losses and a set-off of exempt profits against 
same for a period of four years. 

(8) Apparently the future profit must occur in the identical 
exempt business before its inclusion as assessable income could 
be enforceable. 

(9) There is no provision re the order, if any, in which losses 
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previously deducted from assessable income shall be recouped by 
the inclusion in assessable income of future profits. 

The portion which I am doubtful about is the latter half of 
Sub-section (3). I interpret it as meaning that where a loss, or 
losses, have been deducted under this Section and profits occur 
within the three years next succeeding the year of loss, or, the last 
loss, any of those future profits shall be included in the assessable 
income to the extent that any such profits previously applied to 
increase assessable income by the amount of the loss have not 
sufficed so to do. 

I particularly note that before a profit occurring within three 
years of any loss deducted can be included in assessable income 
at less than the amount of the loss, any other profits, occurring 
subsequent to such a loss but previous to the year of income in 
question, must have been included in assessable income on account 
of that same loss. I say this seeing that the wording says that: 


(a) Before any recoup to assessable income can be made the 
loss or losses must have been deducted within the three 
years preceding the year of income, and 


(b) before any profits subsequent to such a loss or losses 
and previous to the year of income in question can reduce 
the amount of profit includable in assessable income below 
the figure of the loss or losses, the former profits must 
have been previously included in assessable income on 
account of “those deductions” (i.e., deductions occurring 
within the stipulated three-year period preceding the year 
of income in question). 


Should this interpretation be correct and there be two successive 
losses my dilemma is to decide whether any profit in the third year 
can be applied in reduction of either loss at the choice of the 
taxpayer, or whether they must be recouped in order of their 
occurrence, or whether they must be lumped together and the 
recoup considered as having been made pro rata. 

The diagram hereunder will illustrate the effect of any of the 
above procedure: 


(a) Losses deducted from assessable income recouped in order 
of taxpayer’s choice— 
Ist Year 2nd Year 3rd Year 4th Year 5th Year 
£ £ £ 


Profit oe ae - 75 30 160 
IR soa. ae edn 150 — — —- 
Deduction . .. 300 150 — — — 
Recoup..... — 75 30 45 


N.B.—Profits of 3rd and 4th year have been applied solely 
in reduction of 2nd year loss. 


(b) Losses deducted from assessable income recouped in order 
of deduction— 
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by Ist Year 2nd Year 3rd Year 4th Year Sth Year 
£ £ £ £ £ 
of Profit sa — 75 30 160 
pa Loss. ...... 300 150 — -- — 
he Deduction . .. 300 150 — ~~ oe 
we Recoup. .... — —_ 75 30 150 
ble (c) Losses deducted from assessable income recouped pro rata— 
to Ist Year 2nd Year 3rd Year 4th Year 5th Year 
not & a t : 
Profit ae ee -— 75 30 160 
-_ Loss... .... 300 150 — — — 
ia Deduction . .. 300 150 on — oe 
ing Recoup..... — oo 75 30 115 
in N.B.—At the end of the 4th year £345 out of the £450 


unt total loss of the lst and 2nd years will remain unrecouped. 
; The £150 loss in the 3rd year represents one-third of the 
total loss of £450, hence, £345 + 3 = £115 representing 


the amount still to be recouped in the 5th year. 
— Answer: 

(1) Section 77 refers to “carrying on in Australia a business.” 
ses “Australia” includes the territory of Papua, S.6. Section 77 
uce therefore applies to Papuan concerns, but not to those in the 
low Mandated Territory of New Guinea. 
rust (2) Yes. The deduction is confined to a loss from the carry- 
on ing on of an exempt business, e.g., gold mining; or primary 
ring production in the Northern Territory by a resident of that Terri- 


ear tory up to June 30, 1937, S. 23 (m). 
(3) Yes. Section 77 (2) provides that, in calculating the loss, 
no deduction may be made which would not have been an allowable 


sivé jf deduction if the income (if any) had been assessable income. 
a Sections 122, 123 and 124 apply in calculating any loss derived 
ne 


. from a business of gold mining, which is exempt under S. 23 (0). 
heir (4) Yes, as provided by S. 77. 

the (5) Yes, the order of deduction in respect of such loss is— 
firstly from personal exertion income, secondly from property 
income other than dividends, and lastly from the income from 
dividends, S. 50 (c). 

rder (6) Yes. Section 77 (3) provides as follows: “Notwithstand- 
ing any other provision of this Act, where a deduction allowable 
under this section has been made from the income of any of the 
three years next preceding the year of income, profits derived 
0 by the taxpayer from the exempt business in the year of income 
_ shall be included in his assessable income, provided that the amount 
- so included shall not exceed the amount, if any, by which the 
15 deductions so made from the income of those three years exceed 
jlely § the profits included under this sub-section in the assessable income 
of those years in respect of those deductions.” 

(7) Section 80 provides that a loss shall be deemed to be 
incurred in any year when the allowable deductions (other than 
the concessional deductions and deductions allowable under S. 80 
itself) from the assessable income of that year exceed the sum of 


the 


Year 





rder 
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(a) the assessable income, and 
(b) the net exempt income of that year. 


The allowance under S. 77 is an “allowable deduction” and a 
“loss” arising from the inclusion of such allowance may be carried 
forward to the extent provided by S. 80. Section 77 (3) provides 
that, where a deduction under S. 77 (1) has been made from the 
income of any of the three years next preceding the year of 
income, profits derived from the exempt business in that year are 
to be included in the taxpayer’s assessable income, limited to the 
sum of unrecouped allowances made in the three previous years. 
Thus, where profits from an exempt business are included in the 
assessable income under S. 77 (3), they cease to be “exempt 
income” and become “assessable income.”’ Consequently these 
profits are not again brought to account in calculating the amount 
deductible as a loss under S. 80. On the other ‘iand, profits 
derived from an exempt business which are not re‘uired to be 
included in the assessable income under S. 77 (3) are brought to 
account in calculating the allowance under S. 80. Such profits 
may arise where the profits of the exempt business exceed the 
losses allowed in the previous three income years, or where those 
profits are derived after the expiration of the three-year period. 

(8) Section 77 (1) refers to a loss which is incurred in carrying 
on a business “(which business is, in this section, called ‘the 
exempt business).” Section 77( 3) refers to “profits derived by 
the taxpayer from the exempt business.” I am of opinion, there- 
fore, that the future profit must occur in the identical exempt 
business in order to bring it within the provisions of S. 77 (3). 

(9) In the absence of specific provisions, I am of opinion that 
Method (c) is the correct one, i.e., that losses deducted from 
assessable income should be recouped pro rata: 





Assessable Loss of 
Income First Year Second Year 
300 150 B 
i rear. 75 —- £50 = a 
Third year £75 450 £ 450 £25 
Fourth year . £30 F £20 i £10 
Fifth year . £115 Nil £115 


ie., £35 of the £150, second year’s loss, was recouped out of 
the profits of the third and fourth year, leaving £115 to be 
recouped out of the profits of the fifth year. 


The Auditing of Bad Debts 
By O. R. MacDona bp, A.1.C.A. 


A bad debt may be defined as a debt the collection of which is 
impossible owing to the debtor’s inability to pay or to the imprac- 
ticability of forcing him to pay. An allowance to a debtor is not a 
bad debt. For instance, if a customer, for some stated reason, 
refuses to pay for goods comprised in a particular invoice, but 
makes payment for other goods, the amount in dispute, if written 
off, should be debited to “returns,” “allowances,” or other appro- 
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priate account, and eventually shown as a deduction from sales. 
Similarly, adjustments made in a debtor’s account in respect of 
exchange, discount, freight, and the like should be debited to those 
accounts if it is considered advisable that the amounts be written 
off. 
When is a Debt Bad?—A debt may be regarded as bad when: 
(a) judgment has been obtained against the debtor, but there 
are no assets upon which to levy execution; or 
(b) the debtor has been adjudged bankrupt, or has assigned 
his estate, and a final dividend has been received; or 
(c) the debtor is known to be in financial difficulties, and it 
has been agreed that part only of the debt shall be accepted 
in full settlement; or 
(d) the debtor cannot be located, and there is no attachable 
property ; or 
(e) the debt has become barred by the Statute of Limita- 
tions, and the debtor refuses to pay; or 
(f) in any other circumstances where it is certain that the 
debtor is unable to discharge the debt. 


It is frequently difficult in practice to say when a debt may 
actually be regarded as bad. The procedure differs widely amongst 
various businesses, some accountants writing off the debt imme- 
diately anything occurs which renders its collection improbable, 
others refraining from doing so as long as there is a reasonable 
possibility of receiving the whole or a part. Where debts are writ- 
ten off immediately their collection is regarded as unlikely, there 
isa danger of losing sight of some accounts which otherwise might 
ultimately be collected. 

The accounts for all debts which have been written off should 
be transferred to a special section of the ledger, to a special ledger, 
or to a separate card cabinet (according to the system of account- 
ing in operation ), and these accounts should be subjected to periodi- 
cal review. 

The Audit of Bad Debts Written Off —The auditing of debts 
written off is extremely important. Any entry writing off the 
balance of an account should be carefully investigated by the audi- 
tor, as there is a possibility that these entries may be put through 
solely to cover up irregularities. 

It is desirable that all journal entries for bad debts be initialed 
by a responsible officer, preferably by one who does not have con- 
trol of either the debtors’ ledgers or the cash receipt books. If the 
entries have not been initialed, the auditor should bring the entries 
under the notice of his principal and have them approved by him. 
The reason why each debt has been written off should be enquired 
into. It is usually found that an auditor will have gained some 
knowledge of assignments, bankruptcies, and other circumstances 
affecting certain of the debtors, while engaged in other audits, from 
press reports, and by other means. In such instances, he may 
not consider any special investigation essential, but if he has no 
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personal knowledge of the debtor’s affairs he should require the 
production of any correspondence from trustees, solicitors, etc., 
which has a bearing on any particular account. 

In many audits a complete checking of the entries to debtors’ 
accounts is not made by the auditor. It is desirable, however, that 
the entries for bad debts should always be checked to the debtors’ 
accounts, and at the same time those particular accounts (which 
often, it will be found, will have been removed from the current 
debtors’ ledgers or cards) should be carefully inspected. In an 
audit where all individual entries are not checked to the debtors’ 
accounts, it is usual for the auditor to check the additions in these 
accounts and the individual balances on to the schedule of debtors, 
the total of which should, of course, agree with the balance of the 
control account. The fact that some accounts which do not show 
a balance have been transferred from the current ledger can easily 
escape his notice. It should be a direction of the auditor that no 
sheets to which an entry has been made during a period should be 
removed until the completion of the audit. 

In tracing the entry to the customer’s account, he will require 
to see: 

(1) That it is recorded as a bad debt in the customer’s account. 

(2) That the amount written off as bad closes the account. 

(3) The nature of recent payments if any, e.g., are they divi- 
dends in an assigned or bankrupt estate; amounts received from 
solicitors or debt-collecting agencies ; does the unpaid balance repre- 
sent the latest debits to the account, etc. ? 

(4) The latest date of the debits to the account, and, in particular, 
whether any goods have been supplied to the debtor within a com- 
paratively short interval before the writing off of the debt. If so, 
the copies of the relative invoices should be inspected. 

Having satisfied himself that all bad debts written off are genuine 
and properly authorised, the auditor should then give some con- 
sideration to the cause of the loss. This may possibly be due to one 
of the two following reasons, or to a combination of both, viz.: 

(a) Credit—Proper enquiry may not be made as to the cus- 
tomer’s financial standing when a new account is opened; no 
regard may be taken of the fact that old customers get into arrears 
with payments, pay by promissory notes, or pay small sums “on 
account” ; too much latitude may be allowed to salesmen in taking 
credit orders, etc. 

(b) Collection—It may be that the collection methods are 
ineffective. The monthly statements may not be issued sufficiently 
promptly; special attention to overdue accounts may be too long 
deferred; or the officer responsible may be too slow in placing 
accounts in the hands of solicitors or collection agencies, or in press- 
ing for payment in other ways. 

While it is no part of an auditor’s duty to instruct his prin- 
cipal how to conduct his business, it is not unreasonable to expect 
him to enquire into the system of credit control which is in force, 
and to direct attention to any weaknesses. 
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The auditor should also see that the ledger sheets containing 
accounts written off as bad are not relegated into oblivion. They 
should not be put away into the ordinary transfer ledgers in which 
“dead” accounts and old sheets of accounts still in operation are 
filed, but, as mentioned earlier, should be filed separately and be 
periodically inspected. Debtors of whom trace has been lost some- 
times reappear, or knowledge is gained that some of them are not 
so impecunious as was previously believed. 

In many concerns it is customary for the auditor at least once a 
year to send out “tabbed” statements. The statements are usually 
prepared in customary fashion by the concern’s staff, but before 
despatch they are checked with the ledger, placed in the envelopes, 
and posted, by the auditor. Each statement bears the impression 
of a rubber stamp or a gummed slip requesting the customer to 
communicate direct with the auditor if the account appears for any 
reason to be incorrect. 

When this is being done the auditor should also send statements 
to those debtors whose debts have been written off during the 
year (with the exception of those debtors who have been discharged 
from their liability by bankruptcy, assignment, or any agreement 
between the parties). Where it is stated that the debtor cannot 
be traced, the account should be sent to the last-known address. 
These statements should be sent out in the auditor’s own envelopes, 
so that if delivery cannot be effected they will be returned to him. 

Provisions for Doubtful Debts——While the period of the actual 
writing off of book debts can be left largely to the discretion of the 
management, the creation and the sufficiency of a provision for 
doubtful debts are matters that directly concern the auditor. For 
taxation purposes, a bad debt is not allowed as a deduction from 
income until actually written off. Correct accounting requires, 
however, the provision out of the current income—whether or not 
profits are earned—of a sum sufficient to meet all probable losses 
on the collection of the book debts appearing in the balance sheet. 
As to what is a sufficient provision will depend on the nature of the 
business and other circumstances. 

The auditor should thoroughly inspect all debtors’ accounts. In 
doing so he should observe: 

(1) Whether the balance brought down is wholly or in part 
beyond the usual term of credit. 

(2) Whether the balance represents the latest debits only, or is 
made up wholly or in part of earlier debits. 

(3) Whether, if some items are overdue, it is a regular feature of 
the account, or is only a recent tendency. 

(4) Whether any cheques or bills have been dishonoured. 

(5) Whether the payments are in irregular amounts, not agree- 
ing with monthly statements. 

(6) Whether there are any pencilled notes such as “In collector’s 
hands,” “Letter returned,” “Assigned estate, trustee Mr. Ny 
or any other memos. indicating financial instability on the part 
of the debtor. 
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In checking the schedule of debtors with the ledger accounts, 
the auditor should mark all balances which appear to be of a doubt- 
ful character, and discuss them with a responsible officer. He 
should then see that the provision for doubtful debts is sufficient to 
cover all accounts which he regards as insecure. The method of 
taking a percentage on book debts as sufficient provision is unsatis- 
factory, but the ascertaining of the ratio of bad debts to book 
debts over a period of years is a useful check on the amount 
provided. 





Some Aspects of Printers’ Costs 
Precis of a Lecture delivered by 
D. H. PICKERING, A.C.A.A., A.I.C.A., 


before the Australasian Institute of Cost Accountants (S.A. 
Branch) and S.A. Master Printers’ Association 


A great deal of attention is directed towards specialised account- 
ing technique to-day, brought about by the large-scale development 
in industry. It is interesting to note, however, that printers were 
early in the field in endeavouring to standardise the methods of cost 
finding among the individual members of their profession. In 
1911 the Federation of Master Printers in England set up a special 
committee to compile a system of costing for uniform use in the 
printing industry. Earlier than this, the American printers had 
also formulated a standard system, and to this day both systems 
are largely used. 

Amongst factories generally there are found three types of 
businesses, namely—those where a complete system operates, those 
which have a partial system, and those who have no system what- 
soever. Whilst quotes given by printers are estimates only, some 
system should be instituted whereby the accuracy of the estimates 
can be proved, otherwise errors are perpetuated. A printer without 
a system makes no attempt to find out whether his estimates are in 
accordance with the actual cost or not, and he waits until the end 
of the year before ascertaining how much profit has been made, 
and even at the yearly balancing he has quite a problem in valuing 
the work in process. Where a partial system exists, some attempt 
is made to keep job cost records, but such records are not carried 
far enough by linking them with the financial records, and are thus 
always liable to error. 

The advantages which a complete costing system gives to the 
management are: 


Knowledge of profitable and unprofitable jobs. 

Detection and prevention of waste in the use of materials. 
Control of labour efficiency. 

Basis for more accurate estimating. 

Monthly profit or loss result. 
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In instituting a system, it is desirable that— 


Detail work be reduced to a minimum, so as not to make the 
system too costly or cumbersome. 

The records to be made by the workers should be as simple as 
possible, and involve the minimum amount of clerical work. 

The cost records should be worked in conjunction with the 
financial records, the latter controlling or proving the accu- 
racy of the cost entries. 


The elements of cost comprise three items, namely, labour, 
material and expense, and a costing system aims to charge against 
each job its correct proportion of each element of cost. It is fairly 
simple to ascertain the cost of material and the amount of time 
involved, but the most difficult problem is to find out what expenses 
are chargeable to the job, and also the amount of such expenses. 
In the printing industry, it appears to be the general practice to use 
a productive hour rate, whereby labour and expenses are charged 
by means of an hourly rate. Where the process is by hand, the 
productive man-hour is the unit, and where the machine is the 
producing factor the productive machine-hour is the unit. What- 
ever rate is used, some system should be set up which will show 
the results of the rates used, and this involves the compilation of 
departmental cost accounts. Each department is credited with 
the value of its output, based on the productive hours multiplied 
by the hourly rates, and is debited with the cost of all labour and 
all expenses applicable to the particular department. Any differ- 
ence arising out of the credit for output, on the one hand, and the 
debit for expenses on the other, will indicate the sufficiency or 
otherwise of the rates used. It should be noted, however, that in 
fixing the rate in the first instance, the monthly productive hours 
are estimated, and if the productive hours fall short of the esti- 
mate there will be a deficiency, due not to an inadequate rate, but 
to insufficient business. The setting up of departmental cost 
accounts requires the strict apportionment over departments of 
expenses plus a portion of the general overhead as assessed on a 
percentage basis. The department with the biggest expense bears 
the greatest portion of the overhead. 

In connection with material, the perpetual inventory method of 
control does not seem to be used very extensively, but adequate 
storing arrangements and proper routine in connection with the 
receipt, recording and issue of material are necessary in order to 
avoid losses. The cost of handling material is recovered by means 
ofa fixed percentage added to material cost, and this involves 
another small departmental cost account to ascertain whether the 
percentage added is sufficient. The expenses of buying, receiving, 
storing, issuing and delivering would be debited to handling account, 
and the amounts recovered by means of the percentage charge to 
jobs would be credited to this account. 

By means of an epidiascope Mr. Pickering proceeded to show 
the forms generally used by printers in ascertaining their costs. 
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Company Law and Secretarial Practice Section 


Edited by J. S. McINNEs, F.1.C.A. 
REDEEMABLE PREFERENCE SHARES 


By S. 46 of the English Companies Act of 1929: 

(1) Subject to the provisions of this section, a company limited 
by shares may, if so authorised by its articles (Note A), issue 
preference shares which are, or at the option of the company are to 
be liable, to be redeemed: 

Provided that— 

(a) no such shares shall be redeemed except out of profits of 
the company which would otherwise be available for 
dividend or out of the proceeds of a fresh issue of shares 
made for the purposes of the redemption ; 

(b) no such shares shall be redeemed unless they are fully 
paid ; 

(c) where any such shares are redeemed otherwise than out 
of the proceeds of a fresh issue, there shall out of profits 
which would otherwise have been (Note B) available for 
dividend be transferred to a reserve fund, to be called 
“the capital redemption reserve fund,” a sum equal to 
the amount applied in redeeming the shares, and the pro- 
visions of this Act relating to the reduction of the share 
capital of a company shall, except as provided in this 
section, apply as if the capital redemption reserve fund 
were paid-up share capital of the company ; 

(d) where any such shares are redeemed out of the proceeds 
of a fresh issue, the premium, if any, payable on redemp- 
tion must have been provided for out of the profits of 
the company before the shares are redeemed. 

(2) There shall be included in every balance sheet of a com- 
pany which has issued redeemable preference shares a statement 
specifying what part of the issued capital of the company consists 
of such shares and the date on or before which those shares are, 
or are to be liable, to be redeemed. 

If a company fails to comply with the provisions of this sub- 
section, the company and every officer of the company who is in 
default, shall be liable to a fine not exceeding £100 (Note C). 

(3) Subject to the provisions of this section, the redemption of 
preference shares thereunder may be effected on such terms and in 
such manner as may be provided by the articles of the company. 

(4) Where in pursuance of this section a company has re- 
deemed, or is about to redeem, any preference shares, it shall have 
power to (Note D) issue shares up to the nominal amount of the 
shares redeemed, or to be redeemed, as if those shares had never 
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been issued, and accordingly the share capital of the company 
shall not, for the purposes of any enactments relating to stamp duty 
(Note E), be deemed to be increased by the issue of shares in pur- 
suance of this sub-section: 

Provided that, where new shares are issued before the redemp- 
tion of the old shares, the new shares shall not, so far as relates to 
stamp duty (Note E), be deemed to have been issued in pursuance 
of this sub-section unless the old shares are redeemed within one 
month after the issue of the new shares. 

(5) Where new shares have been issued in pursuance of the 
last foregoing sub-section, the capital redemption reserve fund 
may, notwithstanding anything in this section, be applied by the 
company, up to an amount equal to the nominal amount of the 
shares so issued, in paying up unissued shares «f the company to 
be issued to members of the company as fully-paia bonus shares. 
Q. Act., S. 58; S.A. Act, S. 63; N.S.W. Act, S. 149. 

Note A: “by special resolution” in N.S.W. Act. 

Note B: “be” in lieu of “have been” in N.S.W. Act. 

Note C: £50 in S.A. Act. 

Note D: “may” in lieu of “shall have power to” in S.A. Act. 

Note E: “registration fee” in lieu of “stamp duty” in Q. Act; 
“fees payable on an increase of capital” in lieu of “stamp duty” in 
S.A. Act; “imposing any fee or duty” in lieu of “relating to stamp 
duty” in N.S.W. Act. 

1. Redeemable preference shares are an entirely new departure 
in company law, and the provisions of the English Act of 1929, 
adopted in Australia as indicated above, constitute a radical modifi- 
cation of a basic principle of the law of limited liability, viz., that 
the capital funds of a company must not be used to purchase the 
shares of the company, for the effect of the new provisions is to 
place a company in the position of being able to reduce its issued 
and paid-up capital without requiring the sanction of the creditors 
or the Court thereto. The rights of creditors, however, are fully 
protected, for the place of the share capital redeemed is taken either 
by a fresh issue of shares made expressly for the purposes of the 
redemption, or by a capital redemption reserve fund (created out 
of profits which would otherwise be available for dividend) equal 
to the amount applied in redeeming the shares. Further, this 
reserve fund must be treated as if it were part of the paid-up share 
capital of the company, and may only be reduced or utilised in the 
manner provided in the section, as set out hereunder. 

2. The new statutory provisions are based upon the recommen- 
dation of the Departmental Committee appointed by the Board of 
Trade. In para. 28 of their Report, the Committee reported: “We 
think that the power to issue redeemable preference shares would 
prove useful in certain cases, and provided that proper safeguards 
are adopted we see no reason why this power should not be given. 
Our recommendation could, however, only be made effective if a 
teduction in capital duties were made in the case of redeemable 
preference shares, and if a low rate is charged on the re-issue of 
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such shares.” The Committee then set out their recommendations 
as to the conditions on which such shares should be issued, and 
S. 46 of the 1929 Act gave effect to these recommendations. 

3. Section 51 provides that if a company has redeemed any 
redeemable preference shares it must, within one month after so 
doing, give notice thereof to the Registrar specifying the shares 
redeemed ; subject to this requirement, the whole of the statutory 
{provisions relating to redeemable preference shares are contained 
in S. 46. 

4. The shares redeemable can only be preference shares, but 
the Act gives no indication of the meaning of “preference.” Any 
preference of one class of shares over another, whether in profits 
or capital, or both—coupled, we suggest, with the designation 
preference shares—would be sufficient to bring the former class of 
shares within the provisions of the Act. 

5. The issue and redemption of redeemable preference shares 
can only be effected subject to the terms and conditions set out in 
S. 46, all of which are dealt with herein. 

6. By Sub-section (1) a company limited by shares may, if so 
authorised by its articles, issue preference shares which are, or at 
the option of the company are to be, liable to be redeemed. The 
power to issue redeemable preference shares is given to all com- 
panies limited by shares, and therefore this class of shares may be 
issued by public and private (or proprietary) companies. It may be 
mentioned that the New Zealand Companies Act of 1933 expressly 
provides that the power to issue redeemable preference shares shall 
not apply to private companies. 

7. The authority to issue redeemable preference shares must be 
contained in the articles of association of a company. It has long 
been decided that where the Companies Act requires a power to be 
contained in the articles, the power must be inserted in the articles 
—its insertion in the memorandum is valueless. Re Devine Patent 
Packing & Rubber Co., 88 L.T. 791; (1903) W.N. 82, a reduction 
of capital case, in which the statutory requirement is the same. 

8. If the articles do not contain the necessary authority, a com- 
pany may, subject to the terms of its memorandum, alter its 
articles to give it the necessary power to issue redeemable prefer- 
ence shares: Andrews v. Gas Meter Co. (1897) 1 Ch. 361. We 
are of the opinion that where a memorandum of association ex- 
pressly provides—a very rare case—that all the shares of the com- 
pany shall be of one class, the company could not, merely by 
making provision in its articles, override the provisions of its 
memorandum. S. 46 (1) must be read subject to the terms and 
conditions of the memorandum of association of the company. It 
is interesting to note that clause 2 of Table A, quoted below, com- 
mences: “Subject to the provisions, if any, in that behalf of the 
memorandum of association. . . .” 

9. In England, Queensland and South Australia a company 
may issue redeemable preference shares if so authorised by its 
articles, and where the articles contain the usual clause to the effect 
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that the shares of the company shall be under the control of the 
directors, redeemable preference shares may be issued by the 
directors ; but in New South Wales a special resolution authorising 
the issue of the redeemable preference shares is required. 

10. The introductory words to Sub-section (1) raise the impor- 
tant question whether preference or other shares actually issued 
by a company prior to the commencement of the 1929 Act (or its 
Australian counterpart) can be converted into redeemable prefer- 
ence shares, and thus be redeemed in terms of the statute. In the 
early days of the 1929 Act, opinion in England appeared to be that 
the usual modification of rights clause in articles would permit this 
being done, which meant that the consent of the holders of the 
preference and other shares would have to be obtained in the man- 
ner required, or the necessary amendments might be effected under 
a scheme for the reorganisation of capital of a company; but the 
later, and, in our opinion, the better, opinion is that, by reason of 
the phrases “a company may, if so authorised by its articles, issue 
redeemable preference shares” in S. 46 (1), and “a company which 
has issued redeemable preference shares” in S. 46 (2), the section 
is confined to shares actually issued as redeemable preference shares 
after the company has altered its articles authorising the issue of 
redeemable preference shares; in other words, redeemable prefer- 
ence shares must be issued as redeemable preference shares, and 
existing non-redeemable share issues cannot be converted into 
redeemable preference shares. 

11. A conversion of shares from one class to another is not an 
issue of shares, and it appears to be reasonably plain that by 
“issue” S. 46 means issue, and nothing else. Therefore, if a com- 
pany wishes to redeem any shares which were not originally issued 
as redeemable preference shares—whether issued before the com- 
mencement of the 1929 Act or afterwards—it must obtain the sanc- 
tion of the creditors and the confirmation of the Court thereto as 
on any other reduction of capital. 

12. As to shares created before or after the commencement of 
the new Act, but unissued, there does not appear to be anything in 
the Act to prevent such unissued shares being converted, subject 
to the provisions of the memorandum of the company, into redeem- 
able preference shares, and then issued as such—S. 46 merely relates 
to the issue of such shares, not the creation and issue of such 
shares. 

13. Only fully-paid-up shares may be redeemed. The obvious 
purpose of this provision is to retain to creditors the full security 
of the uncalled or unpaid capital. In the case of a £1 share paid 
to 5/- the creditors have the security of the 15/- unpaid. To enable 
a company to redeem such a share by the payment of only 5/ would 
deprive creditors of the security of the uncalled capital. Of course, 
there is nothing in the Act to prevent a company reducing its 
paid-up capital, or writing off its uncalled capital, but this requires 
the sanction of the creditors of the company and the confirmation 
of the Court; redeemable preference shares may be redeemed in 
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terms of S. 46 without having to apply to the Court or to obtain the 
consent of creditors, hence the protective provision that only fully- 
paid-up redeemable preference shares may be redeemed. 

14. The introductory words to Sub-section (1) clearly indicate 
that a company may provide that the redemption of an issue of 
redeemable preference shares may be made either compulsory or 
at its option, i.e., a company may definitely undertake to redeem the 
shares on a named date, or may merely reserve to itself the option 
to redeem them. 

15. There has been considerable controversy in England as to 
whether a specific date for redemption must be fixed, or whether 
a company may issue shares which are redeemable by the company 
at its option at any time, or at any time (say, on six months’ notice) 
after a specified date or the expiration of a fixed term. The only 
reference in the statute to the point is the indirect reterence in Sub- 
section (2) that where a company issues redeemable preference 
shares every balance sheet issued thereafter shall state “the date 
on or before which” such shares are, or are to be liable, to be 
redeemed. The better opinion appears to be that, on these words, 
a date for redemption must be named, but there does not appear to 
be anything in the section which prevents a company from fixing a 
date on which the shares are to be redeemable subject to the option 
of the company to redeem the shares before that date. 

16. Redeemable preference shares may only be redeemed— 

(a) out of profits which would otherwise be available for 
dividend, or 
(b) out of the proceeds of a fresh issue of shares made ex- 
pressly for the purposes of such redemption. 
What are “profits which would otherwise be available for divi- 
dend” depends upon the provisions of the articles of each company, 
read in conjunction with the many legal decisions on the subject. 
The “fresh issue of shares” made for the purposes of the redemption 
need not necessarily be preference shares—an issue of ordinary, or 
deferred, or any other class of shares would suffice. 

17. The obvious intention of these provisions is that the paid-up 
capital of the company shall be kept intact, and not be reduced by 
the amount of the redeemable preference shares redeemed. 

18. If the shares are redeemed out of profits (i.e., otherwise than 
out of the proceeds of a fresh issue of shares), the company must 
transfer out of profits which would otherwise be available for divi- 
dend to a “capital redemption reserve fund” a sum equal to the 
amount applied in redemption of the shares. 

19. To enable a company to comply with this requirement, the 
company must possess undivided profits equal to the amount re- 
quired to redeem the redeemable preference shares. After the 
transfer of such profits to the “capital redemption reserve fund” 
the redemption of the preference shares would be effected by a 
reduction of the cash or other assets of the company by the amount 
of the redemption moneys, and the paid-up share capital of the 
company would be reduced by the amount of the preference shares 
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redeemed. The “capital redemption reserve fund” would still 
remain in the balance sheet of the company. The principle of this 
provision is that, as the profits out of which the redeemable prefer- 
ence shares are to be redeemed are “profits available for dividend,” 
the creditors of the company would not be prejudiced in any way 
by the redemption of the shares out of such profits, because such 
profits might at any time be divided in cash amongst the share- 
holders entitled thereto. 

20. A few critics of S. 46, and Spender and Wallace in their 
book on Company Law and Practice, have expressed the opinion 
that, where redeemable preference shares are redeemed out of 
profits, double the amount required to redeem the shares must be 
transferred to the capital redemption reserve fund. We do not 
agree with this statement, and are quite unable to understand the 
reason on which it is based. 

21. The amount of the capital redemption reserve fund cannot 
be distributed amongst the shareholders in cash dividends, but 
must be treated as if it were part of the paid-up capital of the com- 
pany, for by S. 46 (1) (c) the provisions of the Companies Act 
relating to the reduction of the share capital of a company shall, 
except as provided in S. 46, apply as if the capital redemption 
reserve fund were paid-up share capital of the company, i.e., the 
fund mentioned may only be extinguished or reduced under the 
same conditions as paid-up capital may be extinguished or reduced, 
ie., with the consent of creditors and the sanction of the Court. 
The provisions of S. 46, applying the provisions of the Companies 
Act relating to reduction of capital to the capital redemption 
reserve fund, are far from being complete, and it is not surprising 
that, “after careful consideration,” one of England’s leading com- 
pany counsel (Mr. A. F. Topham, K.C.) found them “obscure.” 

22. Where a company issues redeemable preference shares, 
it appears to be advisable for the articles to provide that the com- 
pany may reduce its capital redemption reserve fund, and Article 
38 of Table A shows that this can be very conveniently done in the 
article dealing with the reduction of capital. 

23. Redeemable preference shares may be redeemed either at par 
or at a premium. If redeemed out of the proceeds of a fresh issue 
of shares, any premium payable on redemption must be provided 
for out of profits before redemption of the shares—S. 46 (1) (d). 

24. Where new shares have been issued in connection with a 
scheme for the redemption of redeemable preference shares, the 
capital redemption reserve fund may be applied, up to an amount 
equal to the nominal amount of the new shares issued, in paying up 
unissued shares of the company to be issued to its members as 
fully-paid bonus shares—in other words, the amount of the pre- 
ference share capital redemption reserve fund, although not divisible 
amongst shareholders in cash dividends, may be capitalised by the 
issue of bonus shares—S. 46 (5). 

25. Subject to the above provisions, the redemption of redeem- 
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able preference shares may be effected on such terms and in such 
manner as may be provided by the articles of the company— 
S. 46 (3). 

26. The right to issue redeemable preference shares, and the 
terms and manner of their redemption being thus dependent upon 
the provisions of a company’s articles of association, it is not advis- 
able for a company to make any provision in its articles respecting 
such shares until it desires to make such an issue and can settle 
the terms of issue and redemption. 

27. The provisions of Table A relating to the matter—adopted 
in the Queensland, South Australian and New South Wales 
Tables A—are as follow: 

“Clause 2.—Subject to the provisions, if any, in that behalf of the 
memorandum of association, and without prejudice to any special 
rights previously conferred on the holders of existing shares, any 
share may be issued with such preferred, deferred, or other special 
rights, or such restrictions, whether in regard to dividend, voting, 
return of share capital, or otherwise, as the company may from 
time to time by special resolution determine, and any preference 
share may, with the sanction of a special resolution be issued on the 
terms that it ts, or at the option of the company 1s liable, to be 
redeemed.” 

“Clause 38.—The company may by special resolution reduce its 
share capital and any capital redemption reserve fund in any man- 
ner and with, and subject to, any incident authorised, and consent 
required, by law.” 

28. Table A is otherwise silent on the subject of redeemable 
preference shares, and as the two articles quoted do not set out the 
terms and manner in which the redeemable preference shares are 
to be redeemed, it is clear that they fall short of the provisions 
required in articles to provide for the issue and redemption of such 
shares. 

29. Where a company has redeemed, or is about to redeem, 
any redeemable preference shares, it is empowered to issue shares 
up to the nominal amount of the shares redeemed, or to be 
redeemed, as if those shares had never been issued, and stamp duty 
or registration fees, as on an increase of capital, are not payable 
in respect of the issue of the new shares. To obtain this concession 
the redeemable preference shares must be redeemed within one 
month after the issue of the new shares—S. 46 (4). This concession 
is not a very important one in Australia, where registration or other 
capital fees are comparatively low, but it is a very important one 
in England, where the capital duty was £1 per cent.—it is now 
10/- per cent. 

30. Where a company has issued redeemable preference shares 
it must include in every balance sheet issued whilst such shares are 
in existence a statement specifying : 

(a) what part of its isswed capital consists of redeemable pre- 
ference shares, and 
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(b) the date on or before which those shares are, or are liable 
to be, redeemed; 


there being a heavy penalty on “the company and every officer in 
default” in complying with this requirement—S. 46 (2). By S. 
365 the expression “officer who is in default” means any director, 
manager, secretary or other officer of the company who knowingly 
and wilfully authorises or permits the default, refusal, or contra- 
vention mentioned in the enactment. Leading counsel in England 
have expressed the opinion that auditors are officers of the com- 
pany in a case to which S. 46 applies. 

31. Can redeemable preference shares be issued as bonus share 
issues to shareholders by way of capitalisation of undivided profits ? 
There does not appear to be any reason why such shares should not 
be issued. 

32. A study of S. 46 suggests two important questions, which 
we shall not attempt to answer: 

(1) What is the position if shares redeemable absolutely are 
not in fact redeemed by the company because it has not the cash 
resources, or for any other reason; and 

(2) What is the position if, at the date of redemption, the com- 
pany has not profits available for dividend to the amount required, 
and cannot successfully float a new share issue? 

33. There is nothing in the Act dealing with the refusal of a 
company to carry out its undertaking to redeem redeemable prefer- 
ence shares on the due date. An English legal writer has ex- 
pressed the opinion that where a company is in a position to 
redeem redeemable preference shares, but fails to do so, the holders 
of such shares would have a right of action against the company to 
enforce their rights. On the other hand, it has been suggested 
that, by reason of the words “are or at the option of the company 
are to be liable to be redeemed” in Sub-sections (1) and (2), if 
the shares are not redeemed at the fixed date they will cease to be 
liable to be redeemed, and would then become irredeemable. The 
position is far from being clear, but until this problem has been 
settled it appears to be advisable to adhere strictly to the terms of 
the statute and fix a date on or before which the redemption is to 
take place. 

34. The only precedent of a resolution relating to redeemable 
preference shares that we can find is in Supplement (No. 9) of 
1935, at p. 161, and Supplement (No. 10) of 1936, at p. 175, to 
the Encyclopaedia of Forms and Precedents (2nd edition). Par. 
(a) of that resolution provides that at any time after the expira- 
tion of twelve months from date of allotment of any redeemable 
preference share the company may give notice to the registered 
holder thereof of its intention to redeem the same at par, such 
notice to be in writing, and to fix the time (not being less than 
three months from the date of such notice), and place for such 
redemption ; par. (b) provides for ultimate redemption at par at a 
fixed date; par. (c) provides for the creation of a sinking fund to 
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enable the company to redeem the preference shares; and par. (d) 
provides for dividend down to the date when the redemption money 
is paid. 

35. The following examples explain the treatment of the provi- 
sions of S. 46 from an accountancy point of view: 


Ordinary share capital .. £20,000 Assets (including cash 


Redeemable preference £20,000) .. .. . £60,000 
share capital . .. .. .. 10,000 
OS eee el 
Profit and loss account .. 20,000 
£60,000 £60,000 





After the redemption of the redeemable preference shares: 
Ordinary share capital .. £20,000 Assets (including cash 





Capital redemption reserve £10,000) .. . . £50,000 
' ea 
Creditors .. .. .. «. .. 1960 
Profit and loss account .. 10,000 
£50,000 £50,000 





Bankruptcy Section 
Edited by A. H. Outuwalrte, F.c.a. (Aust.) 


TRUSTEE’S CONDUCT—REPORT BY REGISTRAR— 
NEGLECT TO DISTRIBUTE ESTATE 
The matter of a trustee’s neglect to comply with certain provisions 
of the Bankruptcy Act recently came before the Bankruptcy Court 
in Melbourne upon a report by the Registrar that the trustee had 
failed to comply with certain provisions of the Act and Rules. 
The main charge was: 


That he kept a large sum of money—approximately £1,100—in the bank 
without distributing it for over a period of nearly five years, and failed to 
comply with the various provisions of the Act and Rules affecting the per- 
formance of his duties—in particular Section 112, Sub-sections (1) (2) and 
(3), referred to below. Section 112 (under the heading of “Distribution of 
Property,” Division 6, of Part VI of the Act) provides: 

(1) Subject to the retention of such sums as are necessary, the trustee 
shall, with all convenient speed, declare and distribute dividends 
amongst the creditors who have proved their debts. 

(2) The first dividend, if any, shall be declared and distributed within 
four months after the conclusion of the first meeting of creditors, 
unless the trustee satisfies the Registrar that there is sufficient 
reason for postponing the declaration to a later date. 

(3) Unless the Registrar otherwise directs, subsequent dividends shall, 
in the absence of sufficient reason to the contrary, be declared and 
distributed at intervals of not more than six months. 

(4) The trustee is to cause the notice of intention to declare a dividend 

to be published in the Gazette, and to send reasonable notice thereof 
to each creditor. 
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The following provisions of the Act and Rules are also quoted 
in the judgment, and having regard to the finding in this case they 
are well worth perusal by any trustee who may have occasion to 
refresh his memory of the prescribed procedure and the penalties 
that may follow failure to observe it. 

Sections 114 to 117, 126 (4), 146, 147. 

Rules 225, 227, 253, 255, 258 and Form 59. 

The judgment then continues, and concludes as follows: 


The following facts appear from the documents: 

On October 7, 1932, the debtor executed a deed of assignment, assigning 
his property under Part XII to .......cccccccscccccsccees a registered 
trustee. At the first meeting of creditors under the deed of arrangement 
directions were given to sell the stock. The assets were realised at £1,286, 
£200 being unrealised. The trustee under the deed of arrangement, in making 
his application for commission in that administration, said in paragraph 21 of 
his afidavit: “I anticipated it would have taken me about one day’s work to 
complete this assignment and distribute the assets amongst the creditors.” 

On January 3, 1933, an order of sequestration was made against the 
debtor, thereby making him bankrupt. The liabilities were £2,369. 

On January 19, 1933, the first meeting of creditors was held, and the 
present trustee was appointed by the creditors as trustee under the order of 
sequestration. He thereby superseded the trustee under the deed, and the 
Official Receiver under the order of sequestration. On that date the trustee 
received from the Official Receiver the sum of £1,166, the Official Receiver 
having previously received approximately that amount from the previous 
trustee under the deed of assignment. 

On August 8, 1933, under Section 146 (1) supra, the trustee herein filed 
his first six-monthly statement and copy of the estate cash book. He reported 
therein: 

“That the whole of the remaining assets of the estate have now been 
disposed of with the exception of some outstanding book debts which will 
probably prove to be uncollectable. Owing to the matter of the remune- 
neration of the former trustee under a deed of arrangement not yet 
having been finalised, the desire of the Commissioner of Taxation that 
time be given for the completion of extensive inquiries he is making in 
regard to the transactions of the bankrupts before submitting a claim, 
and also the possibility of a claim for the setting aside of a voidable pre- 
ference being established, it is not possible or desirable at the moment to 
close the affairs of this estate.” 

On February 2, 1934, the trustee filed his second six-monthly statement 
arid copy of estate cash book. In that statement he reported: 

“The realisation of this estate has been practically complete for some 
time, though it is expected that some further book debts may yet be col- 
lected. The main reasons for the delay in distribution are as set out in 
my previous report.” 

On July 12, 1934, the trustee filed his third six-monthly statement and copy 
of estate cash book, wherein he reported: 

“It is now extremely doubtful if sufficient information can be obtained 
to enable any transactions with creditors, prior to sequestration, being 
set aside as voidable preferences, owing to the absence of sufficient infor- 
mation upon which to institute proceedings.” 

Also: 


“Not long after my appointment as trustee of the estate, this Taxation 
Investigation Officer informed me that it was not unlikely that, in the 
course of his investigation into metters relating to sales tax, he would be 
able to obtain any information which might prove of value in having 
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certain transactions set aside as voidable preferences. He thought that 
he could do this as the Commissioner was a creditor in the estate. After 
a delay of over eleven months, this officer then informed me that he would 
not disclose any information which he might have received in the course 
of inquiries made by him for the purpose of compiling the claim by the 
Commissioner of Taxes, and consequently all hope in this direction must 
now be given up. 

“Further delay in finalising the affairs of the estate is attributable to 
the Federal Income Tax Office, owing to the lodgment by it of a claim 
for sales tax considerably in excess of any sales known by me to have 
been made by the bankrupts, and its failure to supply information as to 
the details upon which its claim has been compiled. Further delay is also 
being caused owing to the claims made by the Commissioner for payment 
of sales tax on goods sold by the deed trustee, notwithstanding that the 
former trustee informed the Department that such sales tax was not in 
fact payable. The manner in which the Federal Income Tax Department 
is attempting to secure payment from the estate of taxes which are not 
rightly payable is most unsatisfactory, and it is disquietening to believe 
that a Department of the Crown would act in such a manner that, if the 
same action were carried out by an individual, would be deemed ‘sharp 
practice.’ ” 

On January 25, 1935, the trustee filed his fourth six-monthly statement and 
copy of estate cash book, in which he reported: 

“The position as advised in my report of July 12, 1934, is at present 
unchanged, but it is expected that finality will be reached during the 
present accounting period, and the estate distributed and closed.” 

On July 29, 1935, the trustee filed his fifth six-monthly statement and 
copy of estate cash book, wherein he reported: 

“Since the date up to which this declaration is made, an amount of 
£41/3/- was paid for sales tax on goods sold by deed trustee, and nego- 
tiations are in course regarding finalisation of other matters in dispute 
with the sales tax administration, which has caused delay in finalising 
the affairs of the estate.” 


On February 12, 1936, the trustee filed his sixth six-monthly statement and 
copy of estate cash book, wherein he reported: 

“Some difficulty has occurred with regard to the claim of the sales 
tax administration, which has further delayed the finalisation of this 
estate. It is hoped, however, that this matter will be adjusted in the near 
future.” 

On July 30, 1936, the trustee filed his seventh six-monthly statement and 
copy of estate cash book, wherein he reported: 


“The position in regard to the finalisation of the claim of the Sales 

Tax Department is not yet finalised though several interviews with the 
Crown Solicitor’s office have taken place.” 

On March 2, 1937, the trustee filed his eighth six-monthly statement and 
copy of estate cash book, wherein he reported: 

“The position in regard to the finalisation of the claim of the Sales 

Tax Department remains unchanged since the date of my last cash book 

report, viz., July 24, 1936, except that such progress has now been made 

that it is hoped the matter may be settled in the near future.” 


On August 17, 1937, the trustee filed his ninth six-monthly statement and 
copy of estate cash book, wherein he reported: 


“Finalisation of the claim of the Sales Tax Department was not com- 
pleted prior to the close of the cash book period, but since that date 
portion of the claim in respect of which no agreement could be reached 
with the Department has been rejected, and notice of intention to declare 
and pay a first and final dividend has also been given. 
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“Unless any untoward event should arise, it is expected that this 
estate will be finalised during the current cash book period.” 


On September 23, 1937, the trustee filed his tenth and final six-monthly 
statement and copy of estate cash book, wherein he reported: 

“As indicated in previous reports, the realisation of this estate has 
been complete for some time past, but distribution was delayed pending 
finalisation of outstanding matters, which made it desirable to with- 
hold the declaration of the dividend. 

“Briefly summarised, these matters were: 

“(i) Waiting completion by Deputy Federal Commissioner of Taxa- 
tion of investigation under Sales Tax Acts of the bankrupt’s 
transactions before lodgment of proof of debt; 

“(ii) Refusal of Deputy Federal Commissioner of Taxation for 
lengthy period after lodgment of his claim to supply details of 
items entering into his claim and consideration of alternative 
method of verifying claim; and 

“(iii) Investigation of sales tax claim after particulars supplied and 
securing adjustments necessary in consequence of overcharges ; 
also difference of opinion in regard to inclusion or omission of 
certain debits and credits in claim, finally resulting in rejection 
of portion of claim.” 

The trustee was in a position to declare and distribute, and should have, 
in my opinion, declared and distributed a first, if not a final, dividend within 
four months after the first meeting of creditors (January 19, 1933). See 
Sections 112 and 116 and Rules 253, 255 and 258. There is no sound reason 
for his not having done so. 

The proof of debt for the sum of £234/10/5—the debt in question—was 
put in by the Deputy Federal Commissioner of Taxes on May 25, 1934— 
sixteen months after the trustee had been appointed—and over three years 
elapsed before his proof was finally considered and partly rejected by the 
trustee. The trustee seems to have objected to the sum of £59/15/10 and 
the sum of £3/1/3. Throughout these years he seems to have been impressed 
with the necessity of persuading the Commissioner to consent to the rejec- 
tion of the amounts he was not prepared to admit, and throughout the period 
preceding the filing of this proof and the period subsequent thereto he failed, 
under Section 112, to declare and distribute dividends amongst the creditors 
who had proved their debts. There was, to my mind, no justification what- 
ever for his failure or for his retaining sums of money for any purpose. He 
failed to comply with Sub-section (2) of Section 112, not only in that he 
did not declare and distribute a dividend, but he “did not satisfy the Registrar 
that there was sufficient reason to postpone a declaration to a later date,” as 
is required by that sub-section; and he also failed to comply with Sub-section 
(3), which provided that “unless the Registrar otherwise directs, subsequent 
dividends shall, in the absence of sufficient reason to the contrary, be declared 
and distributed at intervals of not more than six months.” The Registrar 
did not otherwise direct. 

The trustee seems to have been of opinion that he should subordinate 
himself to, and act in accordance with, the wishes and desires of the creditors, 
and that he should accept the direction of the individual creditors as to the 
times when and how he should declare and distribute dividends. 

The whole administration in bankruptcy is under the control of the Court, 
and not of the creditors. . . . The Court of Bankruptcy alone controls the 
administration through its officers. See remarks of Lord Esher, M.R., in 
re Thurlow, 1895, 1 Q.B., p. 724. Those remarks were made in regard to 
the English Bankruptcy Act, on which our Bankruptcy Act is founded, and 
apply equally to our Court. 

Under Section 147, see supra, the trustee is to have regard to any direc- 
tions “given by resolution of the creditors at any general meeting.” Even 
when armed with such a resolution, he should not fail to act in compliance 
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with the provisions of the statute without the approval of the Court. It was 
his duty to act with promptitude, and to have notified the creditors, including 
the Taxation Commissioner, of his intention to distribute a dividend, and then 
to deal with the proofs lodged. If the Taxation Commissioner failed to put 
in his proof, and have the matter determined, then the trustee should have 
proceeded, and the Commissioner would have to put up with the consequences 
of the provisions of Section 115, under which he would be entitled, when 
he later had proved his debt, to be paid only out of any money remaining 
in the hands of the trustee after payment of such dividend—that is to say, 
“he would not be entitled to disturb the distribution of any dividend declared 
before his debt had been proved by reason that he had not participated 
therein.” (Sections 115 and 116, supra.) 

The attitude that a trustee should take towards a creditor claiming to 
prove is well described in the judgment of the Court of Appeal in re Van 
Laun ex parte Chatterton, 1907, 2 K.B., where Cozens-Hardy M.R. said: 
“It is simply this, that the trustee says, ‘You are a person who comes in to 
prove a debt. It is my duty to see that this bankrupt’s assets are distributed 
amongst those who are justly, legally and properly creditors of the estate. 
In order to enable me to do my duty, I ask you to furnish me with such 
information as will enable me to do that which I am told to do by r. 22 
(our Rule 253), to examine every proof, and the grounds of the debt.’. . . 
‘I will not admit your proof until you have given me reasonable means of 
satisfying myself whether the debt in respect of which you are proving 
is to any and what extent justifiable and reasonable,’ and per Buckley L.J,, 
‘Prove your case, vouch your payments, show me your books, give me such 
discovery as I, as defendant in the action, am entitled to before you get judg- 
ment in the action,’ and in that sense he is entitled to say: ‘I do not say that 
your claim is fraudulent or collusive, but I will say that it rests with you to 
prove it. Satisfy me that it is right.’” He further states: “In my opinion 
he (the creditor) was not entitled so to refuse (that is, to supply dates and 
amet and when he did so refuse the trustee was entitled to reject his 
proof.” 

I am of opinion that the trustee has seriously failed in the performance of 
the duties imposed upon him by the statute. The loss to the estate, if calcu- 
lated at 5% per annum on the sum of £1,100 for the period of at least four 
years, would amount to at least £220. The interest on debts allowed by the 
statute under Section 84 (5) is at the rate of not more than 8% per annum, 
and under the Rules 6%. 

The Court has power to cancel the trustee’s registration as a trustee under 
the Act, but the exercise of that power would, I think, be too drastic, parti- 
cularly as there is no suggestion of dishonesty in this case. His default has 
been inattention and neglect of his prescribed duties. I think I should censure 
the trustee, and mark the Court’s disapproval of such inattention and neglect 
by directing that he personally pay into the credit of the estate the sum 
of £50 as compensation—a sum which is at a rate less than 14% per annum 
for a period of four years. Order accordingly. 

I think I should direct the Registrars at Melbourne and Sydney that each 
should, in his district, see that the trustees comply promptly with the impera- 
tive provisions of the Act, and report to the Court forthwith any failure of 
compliance so as to secure the carrying out of one of the main purposes of 
the Act—the distribution of assets with all convenient speed amongst the 
creditors. 


The severity of the whole proceeding, from the point of view 
of any trustee who has a reputation to maintain for conscientious 
administration of this class of public accountancy work, lies not 
so much in the monetary penalty imposed as in the public censure of 
the judgment and the effect which that may have upon his per- 
sonal standing and practice. The trustee in this particular case has 
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such a reputation to maintain, and has informed the writer that, 
although advised to appeal, he prefers to adopt the alternative of 
retirement from this class of professional work. It is to be re- 
gretted that the severity of these proceedings in the nature of 
prosecution for a penalty should have had this unfortunate result. 
The work of a trustee under the Bankruptcy Act is at any time 
troublesome and responsible, its associations are frequently with 
an unsavoury class of traders, with whom the professional man of 
standing would prefer to have nothing to do, and underlying all is 
the feeling that some fresh judicial interpretation of the Act may 
cut the ground of legislative authority from under the trustee’s 
feet. In this particular case the trustee’s neglect was not any kind 
of reckless disregard of the interests of creditors. The serious 
result was apparently the outcome of (a) misguided belief that 
the creditors’ interests were best served by delay, and (b) two 
errors of assumption. These were that the delay was sufficiently 
authorised by informal approval of the principal creditors, and that 
the Registrar’s sanction might safely be inferred from his silence 
upon the subject of the trustee’s reports which regularly referred to 
the delay in distribution and to facts which he considered justified 
such delay. 

The judgment is a lesson in necessity of compliance with for- 
malities, and carried to effect it will be necessary for trustees to 
procure written sanction of the Registrar for postponement of 
every first dividend delayed beyond four months, and of every 
subsequent dividend delayed beyond the six-monthly intervals pre- 
scribed by the Act. It might well be considered by the bankruptcy 
administration whether there cannot be devised some more prac- 
ticable method of carrying into effect substantial compliance with 
the requirements of the Act. It is here suggested that this might 
take the form of requiring a special clause in the trustee’s half- 
yearly report as to whether or not the requirements of Section 114 
have been complied with, and as to the reasons for any non-com- 
pliance. If such reasons are not considered sufficient there might 
be some practice of notice to the trustee requiring immediate com- 
pliance with the Act before the extreme procedure of report to the 
Court is adopted. 


Limitation of Retrospective Taxation 
and Refunds of Sales Tax 
By H. R. IRVING, F.F.1.A., A.C.1.S. (ENG.), Sales Tax Consultant 


One of the greatest objections to sales tax in the past has been 
the uncertainty in the minds of taxpayers as to whether or not they 
were complying with the requirements of the nine Sales Tax 
Assessment Acts, nine Sales Tax (Rates) Acts, the Sales Tax 
Procedure Act, the Sales Tax Exemptions Act, and the Regula- 
tions thereunder. 
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This uncertainty was due, in no small measure, to the fact that 
sales tax was a new and somewhat novel form of taxation so far as 
Australia was concerned, and accordingly it was not surprising 
that there was considerable ambiguity in the law, as originally 
enacted, and also many honest differences of opinion in the interpre- 
tation of that law by taxpayers and the administration. 

The inadequate inspectorial staff of the Department resulted in 
serious delays in investigation of taxpayers’ monthly returns, and 
when those audits did eventuate, it was often found that the pro- 
visions of the law as affecting transactions which took place per- 
haps years earlier were interpreted and applied by the administra- 
tion in the light of knowledge gained subsequently. 

The result was that taxpayers were, in numerous instances, 
required to pay additional tax which, in some cases, had assumed 
large proportions, and which, by reason of the time that had 
elapsed, could not be recouped from purchasers. And not only 
was additional tax payable, but penalties were also often imposed, 
whilst, in other cases, numerous prosecutions resulted for “fraud 
or evasion.” 

Can it be wondered that, under such circumstances, resentment 
and bitterness towards the administration was a commonplace, 
because of the feeling in taxpayers’ minds that the monthly returns 
lodged by them had apparently been accepted by the department 
without question, and that the procedure adopted by them was 
evidently correct? 

For the sake of the administration and taxpayers alike, the ideal 
position would be for returns to be investigated at intervals not 
exceeding a year, so any irregularities involving payment of 
additional tax could be adjusted promptly. Although this ideal 
apparently cannot be achieved because of the considerable aug- 
mentation which would be necessary to the departmental investiga- 
tion staff, a welcome step in the right direection was made by an 
amendment to the law which limits retrospective taxation to a 
period of three years. 

Section 12B of the Sales Tax Procedure Act 1934-1935, as 
amended by the Sales Tax Amendment Act 1936 (operative as 
from December 7, 1936), provides that: 


“12B—(1) Where tax (not being tax paid prior to the com- 
mencement of this section) in respect of any transaction, act or 
operation effected or done in relation to any goods has not been 
paid at the expiration of a period of three years from: 

(a) Where the tax is payable in respect of the importation of 
those goods—the date of the entry of those goods for 
home consumption ; or 

(b) in any other case—the close of the month in which the 
transaction, act or operation was effected or done, 

the Commissioner may remit that tax unless he: 

(c) Has required payment of the tax prior to the expiration 

of that period ; or 
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(d) is satisfied that the payment of the tax was avoided by 

fraud or evasion. 

“(2) For the purposes of this section, the payment (whether 
before or after the commencement of this section) of any amount 
in part satisfaction of tax payable in respect of several trans- 
actions, acts or operations shall, unless otherwise appropriated 
by, or with the concurrence of, the Commissioner, be appro- 
priated in satisfaction of the tax payable in respect of transactions, 
acts or operations in the order of time in which those trans- 
actions, acts or operations were effected or done. 

“(3) For the purposes of this section the Commissioner shall 
be deemed to have required payment of the tax if he, or an officer 
acting on his behalf, has served upon any person a notice in 
writing specifying that an amount of tax is payable by that 
person in respect of— 

(a) The transaction, act or operation specified in Sub-section 

(1) of this section; or 

(b) any transactions, acts or operations which include the 

transaction, act or operation specified in that sub-section.” 


Although this section states that the Commissioner “may remit” 
unpaid tax, the practical effect of the law is that sales taxpayers 
will not be called upon to pay sales tax more than three years 
after the close of the month in which a taxable transaction took 
place, unless they receive a notice from the department to pay a 
specific amount of tax on those sales within that three years, or 
unless the Commissioner is satisfied that the payment of the tax 
was avoided by fraud or evasion. 

For instance, if, as a result of an investigation of a taxpayer's 
returns, or if for any other reason, it is found that additional tax is 
payable by a taxpayer, and the Commissioner issues to the tax- 
payer a notice in, say December, 1937, requiring payment of that 
tax, he must remit any unpaid tax in respect of transactions which 
took place prior to December 1, 1934, unless he is satisfied that 
payment of the tax was avoided by fraud or evasion. 

It will be noted that before the Commissioner can refuse to 
remit any tax remaining unpaid for more than three years, under 
the circumstances mentioned above, it is necessary for him to be 
“satished that the payment of the tax was avoided by fraud or 
evasion.” The law does not require the Commissioner to be satis- 
fied that the non-payment of the tax was not due to fraud or 
evasion. 

There were many cases in which notices requiring payment of 
additional tax for a period in excess of three years were issued 
by the Commissioner before December 7, 1936, when Section 12B 
of the Sales Tax Procedure Act became effective. In those cases 
where no action was taken against the taxpayer for fraud or 
evasion, it is reasonable to assume (in view of the penal provisions 
of the Sales Tax Assessment Acts) that the Commissioner was 
not “satisfied that the payment of the tax was avoided by fraud or 
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evasion,” and yet in some such cases he has since refused to remit 
the tax outstanding in excess of the three years’ period, on the 
ground that payment of the tax was avoided by either fraud or 
evasion. 


Time Limit for Granting Refunds 


In view of the time limit imposed on retrospective taxation, it 
is but right that the granting of refunds should be similarly 
restricted. 

Section 12C of the Sales Tax Procedure Act accordingly pro- 
vides that the period during which refunds may be made of tax 
overpaid shall also be limited to three years. 

The terms of the section (also operative as from December 7, 


1936) are as under: 


“12C—(1) Where the Commissioner finds that any person has 
made an overpayment of tax, the Commissioner shall not 
make any refund to that person in respect of that overpay- 
ment unless he so finds: 

(a) Within a period of three years; or 
(b) on consideration of a claim in writing for that refund 
lodged with the Commissioner within a period of 
three years, 
from the date upon which the overpayment was made. 
* * * * * * 


“(3) Nothing in this section shall affect any judicial proceedings 
instituted and pending on or before the nineteenth day of 
November, one thousand nine hundred and thirty-six, and 
any proceedings so instituted and pending may be heard and 
determined as if this section had not been enacted.” 


Under clause (a) of the abovementioned section, the Commis- 
sioner must himself discover an overpayment of tax within three 
years from the date of the overpayment, otherwise he is not per- 
mitted to remit to the taxpayer the tax overpaid. 

It often takes more than three years for the Commissioner to 
discover an underpayment of tax, and it is seldom that he himself 
finds an overpayment of tax. In such case, provided the overpay- 
ment is not discovered within three years, the taxpayers’ money 
remains in the coffers of the State. 

If the taxpayers’ right of refund were limited to this provision 
in the law, it would hardly be necessary to bring under the notice 
of taxpayers the sub-section mentioned. Fortunately they are per- 
mitted themselves to find the overpayment, and to make written 
application for refund, within a period of three years from the 
date of the overpayment. 

If, on consideration of that application, the Commissioner finds 
that an overpayment of tax was made, he must refund the amount 
of tax so overpaid. 

In some cases in which applications for refund were made under 
other provisions of the law, the Commissioner contended that “tax” 
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had not been overpaid, but that “money” had been paid under a 
mistake of law! In the not distant future, it is possible that the 
question “when is tax not tax?” will have to be determined by 
our judiciary. 

Even in those cases where the Commissioner finds that an over- 
payment of tax has been made, refund will not be granted to the 
taxpayer except upon compliance by him with the terms of Section 
26 (1) of Sales Tax Assessment Act (No. 1) 1930-1936, which 
provides that: 


“26—(1) Where the Commissioner finds in any case that tax has 
been overpaid and is satisfied that the tax has not been 
passed on by the taxpayer to some other person, or, if 
passed on to some other person, has been refunded to that 
person by the taxpayer, the Commissioner may refund the 
amount of tax found to be overpaid.” 


In those cases where the tax was overpaid in respect of whole- 
sale sales, it will generally be found that the tax so paid will have 
been passed on to purchasers, and, therefore, the refund (if any) 
will be granted, in effect, to those purchasers. In regard to retail 
sales in respect of which tax might have been overpaid, it is seldom 
the custom to charge the tax to purchasers, and yet there have 
been cases where refunds have been refused on the ground that, 
in selling the goods at a profit, the tax paid has been passed on to 
the purchaser! 

The position is, therefore, that before a taxpayer can obtain a 
refund, the Commissioner must either himself “find” an overpay- 
ment of tax within three years of the date of payment, or must, 
after considering a written application by a taxpayer for refund, 
find such an overpayment within the period mentioned, and he 
must then also “satisfy” himself that the tax so overpaid has either 
not been passed on by the taxpayer to some other person or, if so 
passed on, has been refunded by the taxpayer to that person. 

In view of the difficulty of obtaining refunds under the circum- 
stances mentioned, taxpayers can hardly be reproved for “playing 
safe” in regard to payment of their taxes. 

Whilst it is generally admitted that the average taxpayer is honest 
in that he desires neither to evade nor avoid his obligations, he is 
very naturally disinclined to pay more than he is morally and 
legally bound to pay. 


Alteration of Commissioner’s Rulings 


Although, in the words of one writer, “a system of taxation 
should be simple, plain and intelligible to the common understand- 
ing, and the general incidence should be traceable with some degree 
of certainty,” many provisions of the Sales Tax Acts have been, 
and still are, unfortunately, so vaguely expressed that it is extremely 
difficult for the taxpayer to himself determine his liability. And 
perhaps because of past experience when payment of tax was, in 
various cases, incorrectly demanded by the department, taxpayers 
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still feel some diffidence in seeking official advice as to their liabili- 
ties. The result is that, whilst acting quite honestly in their own 
minds, they make errors of omission and commission in the pre- 
paration of their returns, and also in other respects. 

Unfortunately, this state of affairs will continue until the law 
is more clearly expressed in certain respects, and until it is amended 
by the removal of anomalies and by the simplification of its adminis- 
tration so as to permit of a better relationship between taxpayers 
and the department. 

That obscurity of the law was probably the reason for the issue 
by the Commissioner of many “rulings” or decisions which were 
often subsequently altered or even reversed, in some cases owing 
to the discovery by the Commissioner himself that the previous 
ruling had no standing in law. In other cases rulings were varied 
or cancelled after his decision had been challenged by taxpayers 
who accordingly resisted payment of tax. Whilst in some cases, 
the Commissioner’s altered rulings were in favour of taxpayers, in 
many instances they resulted in the payment of more tax than that 
involved under the earlier rulings, and in many cases the taxpayers 
concerned were not even aware of the altered ruling. 

This unsatisfactory state of affairs has now been largely removed 
by a new provision, in Section 12D of the Sales Tax Procedure Act 


1934-1936, as under: 


“12D—(1) Where the Commissioner alters a ruling previously 
given, then notwithstanding anything contained in any Sales 
Tax Assessment Act, if the Commissioner is satisfied : 

(a) That any person has acted in accordance with that 
prior ruling and that, by reason of so acting, that 
person has, in respect of any transaction, act or 
operation effected or done by that person between 
the date upon which the prior ruling was given and 
the date upon which the Commissioner alters the 
prior ruling: 

(i) Not paid sales tax; or 

(ii) paid a less amount of sales tax than he would 
have paid if the ruling as altered had been 
given at the time of the prior ruling and he 
had acted in accordance with the ruling as 
altered; and 

(b) that that person did not contribute to the giving or 
to the continuing in force of the prior ruling by any 
mis-statement or by any suppression of material fact, 

the Commissioner may remit the amount of tax so unpaid. 
“(2) The Commissioner shall be deemed to alter a ruling where 

the Commissioner, Second Commissioner or a Deputy Com- 
missioner gives any further ruling which expressly or by 
necessary implication withdraws, amends, modifies or quali- 
fies so much, if any, of any prior ruling as has not been with- 
drawn, amended, modified or qualified by any intervening 
ruling: 
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Provided that where the further ruling relates to or deals 
with the application of any amendment of the law, the Com- 
missioner shall not, to that extent, be deemed to have altered 
any ruling given prior to the commencement of that amend- 
ment : 

Provided further that, for the purposes of this section, 
where the further ruling is given by letter or other communi- 
cation addressed to a particular person or to particular 
persons that further ruling shall be deemed to have altered 
a prior ruling only in respect of that person or those persons, 
and this section shall apply in relation to any subsequent 
further ruling published for general information, to the extent 
to which it affects any other persons, as if the further ruling 
given by letter or other communication had not been given. 
For the purposes of this section a ruling shall be deemed to 
have been given: 

(a) Where the ruling is published in a newspaper—on 
the day next following the date on which the ruling 
is first published in any newspaper ; or 

(b) where the ruling is published in any book or other 
publication printed by the Government Printer—on 
the day next following the date on which that book 
or publication is first available for sale in Territory 
for the Seat of Government; or 

(c) where the ruling is given by a letter or other com- 
munication addressed to the taxpayer at his last 
known place of address in Australia—on the date 
on which the letter or communication would, in the 
ordinary course of the post, be delivered at that 
address, 

or on such later date as may be specified in the ruling. 

In this section ‘ruling’ means any written ruling, decision 
or advice either given to a particular person or published for 
general information by the Commissioner, Second Commis- 
sioner or a Deputy Commissioner with respect to any law 
relating to the imposition, assessment or collection of sales 
tax and whether in relation to a particular case or in relation 
to any matter or class of matter.” 


This section (also operative as from December 7, 1936) absolves 
from any liability for retrospective taxation taxpayers who accept 
and act upon the rulings and advices of the department when those 
rulings or advices are subsequently altered. 

The provision is, of course, subject to the limitation that tax- 
payers must acquaint themselves with, and act in accordance with, 
any amendment of the law which is effected, after the ruling or 
advice is given. If, however, a ruling or advice is given on the effect 
of any amendment of the law, that ruling or advice will stand until 
it is altered, unless it is altered in favour of taxpayers, in which 


case they will have their ordinary right to claim a refund. 
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A Review of Examination Questions on Auditing 
set at the October, |937, Examinations 
By J. M. QuAIN, A.F.LA., A.LLS. 


A Lecture to the Commonwealth Accountants’ Students’ Society, 
N.S.W. Division 


Before I commence on the questions in the Intermediate paper, 
I want to make one or two remarks concerning the answering of 
auditing questions generally at examinations. In auditing, as in any 
other subject, it is absolutely essential, if success is to be assured, 
that the answer to every question be carefully planned before any 
attempt is made to put it on paper. My experience has shown that 
candidates are inclined to read hurriedly through the question, 
pick up their pen and commence to write without giving any 
thought to what they are going to say, or to the manner in which 
they are going to present their ideas. I believe that this is the 
reason why so many candidates fail. And yet it could be avoided 
if, before writing the answer, the candidate stopped to plan out what 
he was going to write. 

Answers to questions should, as far as possible, be set out in 
tabular form. This adds system to planning in setting out the 
answers, and ensures clear expression and greater exactness. 

I would also like, at this stage, to stress the absolute necessity 
for keeping in mind at all times the major responsibilities of sound 
auditing. These responsibilities are: 


Safeguarding Assets. 

Verifying Liabilities. 

Verifying Income. 

Authenticating Expenses. 

Observing the Law. 

Maintaining Sound Operating Policy. 

A candidate who keeps these six features in mind will have 
something to check his answer against in order to be sure that he 
has thoroughly and completely answered the question he is asked. 
Therefore, I suggest that it is a good plan to memorise these six 
responsibilities of proper auditing, and always to check your 
answer against them at the examination. 

Turning now to the Intermediate paper, the first step to take 
is to mark the questions in the order in which they may be most 
easily answered. It is always advisable to complete the easiest 
questions first. This ensures that, even if trouble is experienced 
with some of the more difficult questions, and the paper cannot 
be completed in the time allotted, then at least a certain number of 
the questions, possibly enough to secure a pass, will be finished 
within the time. Just what will be the most suitable order depends 
upon the actual knowledge of the candidate. 

, In the Intermediate paper I have marked the questions as fol- 
Ows: 
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No. 4 : First. 
8 : Second. 
9 : Third. 
10 : Fourth. 
10a: Fifth. 

: Sixth. 

: Seventh. 

: Eighth. 

: Ninth. 

: Tenth. 

: Eleventh. 


That is the particular order in which I, personally, would go about 
answering the questions, and in order to impress you with the 
importance of so arranging the questions before setting out to 
answer the paper, I am going to deal with the questions to-night in 
the order which I have indicated. 

Taking now No. 4, which I have marked to be dealt with first, 
the question asks: “How would you as auditor verify the follow- 
ing assets for balance sheet purposes: (a) Plant and machinery; 
(b) Inscribed stock; (c) Goods in the hands of agents for sale on 
consignment; (d) Patents?” 

Taking the first of these, “Plant and machinery,” it is obviously 
quite impracticable for the auditor physically to check all items 
under this heading. What happens is that he will call for a detailed 
schedule of all items of plant and machinery, duly prepared and 
certified by the engineer or some other technical executive of the 
firm. His next step is to verify the values of each of these items 
by looking up the records in the plant register. He must see that 
reasonable depreciation has been made in connection with each item. 
In regard to the rate and method of depreciation he must, of course, 
follow out the policy of the directors, but if he considers that suffi- 
cient depreciation has not been provided for, and the directors will 
not compromise on his views when he puts them forward, then he 
must draw attention in his report to the fact that, “in his opinion, 
the amount written off the item ‘Plant and Machinery’ on account 
of depreciation was insufficient.” This exonerates the auditor in 
the matter. In all cases, of course, the detailed schedule of plant 
and machinery, duly signed, and showing the amount written off 
each item, would be attached to the balance sheet submitted to the 
client. In the case of a company this schedule would obviously be 
omitted from any published statements, the only reference being 
in the balance sheet amongst the assets. 

Referring to item (b) “Inscribed Stock,” this item can only be 
verified by securing a certificate from the Regi-trar of Inscribed 
Stock at the Commonwealth Bank. It would have to be seen that 
the stock was duly registered in the name of the client. No certi- 
ficate is issued in connection with inscribed stock, and, if it is 
mortgaged, then it must be transferred to the mortgagee. Hence, 
if the stock is duly registered in the client’s name, the auditor may 
test assured that the title is clear. . 
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Item (c), “Goods in the hands of agents for sale on consign- 
ment,” presents a little more difficulty. It is quite impossible for 
the auditor to make a physical stocktaking of such goods, or, in 
fact, for the client himself to tally the stock held on hand by the 
consignee. However, a certificate of the balance of stock, together 
with a reconciliation showing the total amount of stock consigned, 
and the figure of sales to date, is usually provided by the con- 
signee. The auditor can then set about verifying the value of the 
remaining stock on hand in this way: First, the total value of the 
goods originally sent to the consignee can be verified by com- 
paring the acknowledgment received from the consignee with the 
records in the consignor’s books. Any difference should be 
accounted for in an insurance claim covering losses or damages 
in transit. Then from the account sales received the total value of 
goods sold by the consignee can be checked, and the value of 
goods which should be on hand is then easily ascertained by sub- 
tracting this total from the value of the original consignment. 
This balance should agree with the total value of goods on hand as 
per the consignee’s certificate. Actually it is impossible to physi- 
cally check this amount, as, for instance, the goods might be held 
by the consignee in Japan or some other such place. However, a 
trader usually enquires closely into the bona fides and business 
standing of persons to whom he consigns goods, and the best he can 
do is to check the figures as suggested, so as to have some indication 
as to the correctness of the consignee’s certificate. In all cases it 
should be seen that such goods are covered by insurance. 

It then becomes necessary to check the valuation of these goods. 
A separate account should always be kept for each consignment, 
and the stock unsold in the consignee’s hands should, of course, be 
valued at cost plus a reasonable proportion of charges to date. It 
is important to see that where consignment goods are charged out 
at other than cost price the value of stock unsold in the consignee’s 
hands is reduced to cost price. 

The auditor must also see that all consignment stocks have been 
credited out of stock on hand, and not, therefore, included on stock 
sheets. Care should be taken, too, in checking all account sales 
expressed in foreign currencies, and Customs and other charges 
should also be carefully vouched. It should be seen that amounts 
in foreign currency are converted into Australian currency at the 
rate ruling either on the date of payment or the date of sale accord- 
ing to the conditions of purchase. This completes the verification 
of goods in the hands of an agent for sale on consignment. 

The next item is “Patents.” In connection with these, pay- 
ments made in respect of their purchase must be checked against the 
actual patent. In the case of a new patent, the cost of registration, 
etc., will be evidenced by vouchers received from a patent attorney. 
Where a patent has been purchased the contract of assignment and 
the receipt for the money must be examined, in addition to the 
patent itself. It should also be seen that any renewal fees on 
patents are charged to revenue, and are not capitalised. 
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Sometimes a patent is leased, and not purchased. Where this 
is the case, it should not be treated as an asset except to the extent 
of its actual cost in fees, etc. To capitalise a patent lease for any 
sum in excess thereof would be as incorrect as to capitalise good- 
will, although both are latent assets in every paying concern. 

Patents are usually depreciated because it is considered that the 
value of a patent is seriously affected, if not entirely wiped out, 
the moment the monopoly which it represents has ceased by the 
termination of the patent rights. However, in this regard the 
auditor should ascertain the policy of the directors, since it is 
not compulsory to provide for depreciation on this item. 

That completes question No. 4. You will notice that I have 
gone into considerable detail in connection with the four items 
covered by this question. However, examination questions do not 
always specify that any exact phase of the question must be 
answered. Hence one must explain every relevant point in con- 
nection with the question. In fact, it is this which usually dis- 
tinguishes the honours pass from the others. It is the student 
who has all his knowledge at his finger-tips, so that he can explain 
briefly and concisely every relevant point in connection with a parti- 
cular question, who secures the highest marks. 

The next question is No. 8. This asks for a brief outline of the 
procedure for auditing the cash book of a limited company in its 
first year. The principal point to note in connection with this ques- 
tion is that a company during its first year receives its capital con- 
tribution from members. There will be application moneys, allot- 
ment moneys, and call moneys received as well, perhaps, and such 
other capital receipts from, for instance, debentures. In answer- 
ing this question, then, it will be necessary to explain the general 
form of cash book audit, with the addition of the procedure neces- 
sary to vouch the receipts and expenditure in connection with the 
capital structure and the formation of the company. 

The audit of the debit side of the cash book would then be 
carried out as follows: 


1. Vouch cash received from duplicate receipt books, or from 
other authoritative sources. All unusual receipts, includ- 
ing those received from the sales of fixed assets, should be 
carefully watched. Dates of receipts should be compared 
with the dates of the entries in the cash book, and amount 
should also be carefully noted. 

2. Bills receivable collected and bills discounted should be 
vouched by reference to the pass book and the bills receiv- 
able account. 

3. Interest and dividends from investments would be checked 
from the counterparts of interest and dividends warrants 
or covering letters. 

4. Interest from bank fixed deposits would be checked with 
corresponding entries in the pass book. 

5. Brokers’ sale notes and auctioneers’ accounts will form 
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evidence of receipts from sales of assets. Cash sales will 
be vouched from the daily summary of cash sales book. 
Discounts should be carefully checked from the duplicate 
receipt where the amount of the discount is shown, and it 
should always be seen that discounts allowed are not 
excessive. 


All capital moneys received must be carefully vouched. Appli- 
cation money will be checked against the application lists, allot- 
ment money will likewise be checked against allotment lists and 
minute book, and call moneys received will be checked against 
receipts issued and the call accounts. It will be necessary also to 
verify the nature and amount of calls from the minute book and 
prospectus, and this should also be checked against the Articles 
of Association. 

In some cases a rough cash book is used to record certain items, 
such as postal remittances. It should be seen that an official 
receipt has been issued to each person forwarding money, and 
which has been recorded in any such rough cash book. 

Bank deposits should be checked in total, and a reasonably 
exhaustive test should be made of a selected number of deposits 
to see that cash has been banked on the day it was received. If 
this is not done, then it is possible that money will be stolen and 
covered up subsequently by later receipts. 

On the credit side, all payments should be vouched with receipts 
from payees and from such collateral evidence as is available. 
Petty cash cheques must be followed into the petty cash or post- 
ages book, and wages must be checked against certified wages 
sheets. Where any vouchers are missing, a list should be compiled 
and steps taken either to obtain duplicates or to secure some col- 
lateral evidence of the payments having been made. Payments on 
account of brokerage should be carefully checked with the agree- 
ment between underwriters and the company, and also with the 
rate of brokerage as set out in the prospectus. Purchase money 
on account of assets for the company’s business, payments on 
account of preliminary expenses, and payments to vendors must 
all be carefully checked with vouchers and previous agreements and 
the prospectus, in order to ensure that they are bona fide. 

General_—Opening balances and carried forwards from page to 
page must be carefully watched, the additions, cross-additions, and 
dissections also require close checking, and cash on hand must be 
counted. 

It is essential always that receipt books be numbered consecu- 
tively, and recorded in a register, careful note being made of all 
books issued. The auditor should actually check the stock of 
receipt books on hand. 

He must also make out a reconciliation statement, and should 
rule off the cash book in ink. He should personally obtain a certi- 
ficate of balance from the client’s bank, and compare it with the 
pass book balance. The deposits in the cash book should be checked 
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with those in the pass book, and it should be seen that the dates of 
the deposits as shown in the cash book compare exactly with those 
shown in the pass book. 

It is also wise to check all payments in the cash book against 
those shown in the pass book. There is a point I would like to 
mention here. It is quite possible for a bank pass book or pass 
sheet to be falsified. I know of two cases where this has happened. 
In one of these cases, by alteration of figures shown in a company’s 
pass book, a serious misappropriation was covered up for some 
considerable time and then was found only by accident. It is my 
opinion that where a regular audit is being carried out, say, for 
instance, a monthly audit, the auditor should in all cases secure 
a certificate of balance direct from the bank each month and should 
compare all items in the pass book with those in the cash book. 
Furthermore, if the bank issues pass sheets instead of a pass book, 
I consider it most advisable that the auditor should, in his own 
interests as well as in the interests of the client, make arrangements 
for a duplicate copy of these pass sheets for the month, together 
with a certificate of balance to be posted direct to him by the bank 
at the close of each month. This more or less makes it impossible 
for any misappropriation to take place for long without being 
detected. That is a point that could well be mentioned in answer- 
ing a question such as this one. 

I will now pass on to Question 9: “To what extent is an auditor of 
a limited company responsible for the valuation placed upon stock 
in trade?” I am sure most of you will recognise in this question the 
principle enunciated in the famous case in re Kingston Cotton Mill 
Company Limited. It is well known that an auditor is not bound 
to make a physical stock-taking. He is entitled to rely on certifi- 
cates prepared by a responsible official of the company, as, for 
instance, the managing director or the general manager. However, 
it is his duty carefully to scan these sheets and to satisfy himself 
as far as possible that they are correct. He should make tests here 
and there to see that everything is in order, and should watch the 
valuations placed on different classes of goods, comparing doubtful 
items with previous lists. Where he is not satisfied on any point, 
he should seek an explanation. 

The exact extent of the auditor’s duty in regard to valuations 
of stock is summed up in the judgment given in the Kingston 
Cotton Mill case. Lord Justice Lindley said: “It is the duty of 
an auditor to bring to bear on the work he has to perform that 
skill, care and caution which a reasonably competent, careful and 
cautious auditor would use.” What is reasonable skill, care and 
caution must depend upon the particular circumstances of each 
case. An auditor is not bound to be a detective or, as was said, 
to approach his work with suspicion, or with a foregone conclusion 
that there is something wrong. He is a watch-dog, but not a blood- 
hound. He is justified in believing tried servants of the company, 
in whom confidence is placed by the company. He is entitled to 
assume that they are honest and to rely upon their representations, 
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providing he takes reasonable care. If there is anything calcu- 
lated to excite suspicion he should probe it to the bottom, but in 
the absence of anything of that kind he is only bound to be reason- 
ably cautious and careful. 

The auditor should, however, scrutinise the stock sheets, noting 
the valuations placed on different stocks to see that such valuations 
are on the lowest of cost, market, or replacement value. Prices of 
various items of stock should also be compared with purchase 
invoices, and it is always a good plan to apply the gross profit test. 
This means calculating theoretically the approximate amount of 
stock that should be on hand after allowing for the cost price of 
sales. This figure should be within reasonable approximation of 
the actual result of the physical stock-taking. 

The next question—No. 10: “In a continuous audit, what pre- 
caution would you adopt to enable you to guard against any altera- 
tion to work already checked by you?” The following three steps 
will overcome this possibility : 


1. Never leave a book in the hands of a bookkeeper until the 

checking of that book has been completed, and the additions 

verified. Otherwise it would be possible for an item or an 
addition passed by the auditor to be altered. 

Always leave the checking of nominal accounts until the 

final balance is arrived at and the books are closed. If this 

is not possible, a note should be taken of totals of these 
accounts up to the point at which they were verified. 

3. A slightly different tick should be adopted for figures that 
have been erased or altered when they were first checked. 
Subsequent alterations may then be more easily traced. 
Obviously the meanings of these ticks should not be made 
known to any of the bookkeepers. 


Question 10 (a) is the next: “What precautions should an 
auditor adopt to prevent the possibility of passing two or more 
payments to the same account?” It is obvious that in order to 
overcome this possibility some sort of a system must be adopted 
by the auditor. This system should be devised to detect both 
innocent and fraudulent duplicated payments. The following 
would cover the cases: 


1. All goods should be ordered by one responsible official, 
who should make out the orders in duplicate and sign them. 
When goods are required in any department, a requisition 
should be sent to this purchasing authority and he will issue 
the order stating just what goods are required, together 
with the prices. Usually this person has quotations on hand 
for all goods that are purchased, and it is on the basis of 
these quotations that he will lay the orders. 

2. When invoices are received they should be checked with 
the goods or with the goods received book where delivery 
took place before the invoice came to hand. The prices and 

extensions should then be checked against the duplicate 
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orders, which should then be cancelled. This should effec- 
tively prevent any subsequent invoice received being treated 
as relating to the same order. 

3. Invoices must be examined and certified by managers of 
departments, or foremen, as the case may be, and these 
persons should initial the invoice and be responsible for 
correctness of prices and quality of the goods. In passing 
accounts for payment, a responsible person should check 
the invoices with the statements and compare the details 
with the creditor’s account. He should then initial the 
invoices as being passed for payment. Invoices should then 
be entered in the purchases journal in the usual way and 
the person entering them should have no connection with 
ledger posting or payment of accounts. Such a system as 
this should then effectively prevent any goods from being 
paid for twice. 


The next question is No. 7: “How would you ascertain and 
verify the net profit of a firm whose books were kept by single 
entry? Illustrate your reply with figures.” The net profit of a 
business conducted with books of single entry is ascertained by 
comparing the statement of affairs of the last year with the state- 
ment of affairs taken out at the date of closing the books for the 
current year. The profit or loss is the difference between the two 
capital accounts at the different dates after allowing for with- 
drawals and additional capital introduced during the year. 

The difficulty as far as the auditor is concerned lies in the fact 
that as no impersonal accounts have been kept it is difficult to 
prepare a profit and loss account. He must therefore compare the 
statement of affairs at the beginning and end of a period to ascer- 
tain the net profit, and in order to verify it he will need to satisfy 
himself that the figures shown in the statement are correct. 

Where the previous statement of affairs had been audited and 
certified as correct he could take the capital shown thereby as 
being correct. He would then proceed to verify the assets and 
liabilities as shown in the statement of affairs for the current period 
in the usual way. As probably no accounts appear in the ledger 
for assets, these must be verified from original sources. Bills 
receivable, and cash in hand, cash in bank, stock in trade, and other 
common forms of assets would then be verified in the ordinary way. 

Assets such as land and buildings, investments, etc., should be 
verified by examination of the deed and scrip, etc., and where these 
are taken into account at a value over and above the actual purchase 
price, care should be taken to see that such values are fair and 
reasonable. 

The value of all such fixed assets as shown in the current state- 
ment of affairs should always be compared with the value at which 
they have been shown in the last statement and any additions or 
increases in values must be carefully enquired into. Any other 
assets of an unusual nature must also be carefully verified. Book 
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debts will, of course, be checked with the ledger account in the 
usual way, as even in single entry books these accounts are per- 
force kept properly. Care must, however, be taken to note all 
credits to customers’ accounts, as here lies the chief source of 
fraud in single entry system. Due allowances for depreciation, 
probable bad debts, wages accrued due, etc., must of course be 
made as in any other system. 

The liabilities will require careful checking, especially to see that 
none has been omitted. Goods bought recently and taken into 
stock are frequently not included among amounts owing to creditors 
—due either to design or oversight. The immediate effect of such 
omission is to swell the profits. The drawings account will be 
checked in detail from the cash book and from the sales book if 
goods have been supplied to the proprietor or partners. 

The auditor having thoroughly satisfied himself that the state- 
ment of affairs is correct in every particular, then the capital shown 
will also be correct. The net accretion for the year plus drawings 
represents the profit, which can be certified as correct. 

The only other method of verifying the stated profit is one 
involving very laborious and detailed work, which would not be 
undertaken under ordinary circumstances and certainly not without 
extra remuneration. This method involves the preparation of a 
complete analysis of all personal accounts and the cash _ book. 
Sheets are ruled with various columns and the items making up 
each account in the ledger are analysed and entered into the column 
headed therefor. The cash book must also be analysed to bring 
into this abstract all items that have not been posted to ledger 
accounts, such as payments for wages, rent, petty cash, commis- 
sions, duty, freight, charges, etc. Having completed such an 
abstract, it is then an easy matter to construct an orthodox profit 
and loss account as in double entry, for the abstract would 
give the total of purchases, sales, various expense accounts, bad 
debts written off, etc. Accrued wages, reserve, etc., would be 
brought into account as before mentioned. 

As a matter of fact, only by such a method as the latter could the 
auditor conscientiously certify to the correctness of the stated profit 
in a single entry system. The amount of work necessary will, of 
course, always depend upon the completeness or incompleteness 
of the accounts that have been kept, for single entry systems vary 
considerably. 

It can be seen, therefore, that there are two ways of going about 
certifying the net profit of a firm whose books are kept by single 
entry. The auditor may do what is the usual thing, that is, compare 
the statement of affairs at the end of the previous period with that 
at the end of the current period, and compare the capital account 
as shown in each statement, after making due allowance for draw- 
ings and for new capital introduced during the term. On the 
other hand, he may make a detailed analysis of all transactions 
and prepare a profit and loss account. As said before, however, 
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this latter method involves a great deal of extra work and is only 
undertaken where the terms of the audit specifically require it. 

Question 6: “Do you consider it necessary in the conduct of an 
audit to examine expenditure charged to buildings, plant and 
machinery? If so, state what your object would be and what 
examination you would make.” It is most essential that any expen- 
diture charged to building, plant and machinery should be verified 
by the auditor so that he can see that such items do not include 
amounts which are properly chargeable to revenue. If he does not 
do this, obviously he is not in a position to know whether or not 
the profit and loss account is correct. Likewise, he is not able to 
tell whether the asset account is also correct. 

Therefore, he must carefully scrutinise all items of expense 
charged to building, plant and machinery accounts. If the erection 
or construction of the building or the machinery and plant has 
been carried out within the business by its own employees, then 
he will need to scrutinise closely all items of expenditure which 
have been debited to the asset account to see that no revenue 
charges are included. If he has any doubts regarding any of them, 
then he should have the particular items certified to by some 
responsible official. On the other hand, he may find items which 
he considers should have been charged to these accounts and were 
not so charged. In this case he would again have to make enquiries 
and treat the items according to the result of his enquiry. 

Where the building or plant or machinery was erected by an 
outside party under contract, the auditor should inspect the con- 
tract in order to verify all amounts payable in respect of it. He 
should see that supporting evidence in the way of an architect’s 
certificate as to the value of work done is produced, and the builder’s 
receipt for each payment should also be scrutinised. 

Care should be taken where any such assets are only part-com- 
plete at the date to which the accounts are made up, in order to be 
sure that the values shown are not over-stated. Where the con- 
struction is carried out within the concern, then the cost of all 
materials and labour properly chargeable, together with a reason- 
able proportion of overhead expenses, should be charged against 
these items. And in the case where the work is being done under 
an outside contract, the amount shown should be the actual pay- 
ments made to date, plus the value of any additional work certified 
by the architect and not yet paid for. Of course, in such case the 
corresponding liability would have to be brought into account. 

Question 5:“Included under the heading of ‘Sundry Debtors’ 
in the balance sheet is an amount of £400, representing the cost 
price of containers debited to customers, and returnable by them. 
As auditor, what alteration (if any) would you think desirable ?” 
The point in regard to these items is that they must not be included 
in sundry debtors m the balance sheet. Various methods are 
adopted to record the charging of these containers. In some cases 
the number of containers is shown separately on the invoice. They 
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are then posted to a containers ledger, quite distinct from the 
ordinary debtors ledger. In other cases the value of the containers 
is included in the invoice, as apparently was the case in this ques- 
tion, and is entered into a separate column in the sales ledger. This 
column records the number of containers sent out and the number 
returned. At balancing date any containers outstanding are 
deducted and brought into account at a valuation as stock on hand. 
In this case I would say that the item of £400 should be shown 
separately in the balance sheet as containers in the hands of 
customers. 

It would be necessary then to debit sales in order to reduce them 
to the correct figure. The credit would then be made to sundry 
debtors. The value of the containers—£400—would then be 
entered on the credit side of containers account and carried down 
as “stock of containers in the hands of customers,” along with 
stocks of containers on hand at the premises of the company. Any 
deficiency in this account will then be transferred to profit and loss. 
After the balancing period the entry debiting sales and crediting 
sundry debtors would of course be reversed in order to record the 
liability of the customers either to return or pay for them. 

Question 3: “A company pays an interim dividend and at the 
end of the financial year a loss for the year was disclosed. Shortly 
comment on the position of the auditor.” 

The important point to remember in this question is that the 
auditor is not liable for the wrongful payment of dividends out of 
capital, but only for negligence in omitting to see that the share- 
holders are made aware of the exact position of the company’s 
affairs. Actually he must certify to the correctness of the accounts 
and must see that nothing is done in contravention of the Articles. 
In doing this he uses every care and exercises all his skill and 
experience to ascertain the true position. So long as he reports 
the true position fully to the shareholders, he is under no responsi- 
bility. 

However, if he negligently carried out his audit and certified the 
profits as being of an amount which in fact they were not, and a 
dividend was paid as a result of his certification, then he would 
be liable for his negligence; but he is completely exonerated where 
he has exercised the requisite amount of care. The matter of 
declaring dividends then becomes the responsibility of the directors 
and it is nothing to the auditor then whether dividends are properly 
or improperly declared. There is a court case to support this con- 
tention—London and General Bank (1895). The answer to this 
question, therefore, would be that, if the auditor had acted negli- 
gently and had not reported the exact position of the company’s 
affairs to the shareholders, as a result of which the dividend was 
paid, then he would be liable for his negligence. On the other 
hand, if he had exercised the proper amount of care and skill in 
carrying out his audit, then he is under no responsibility whatso- 


ever. 
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Question 2: “In the audit of the accounts of a limited company 
you observe that the percentage of gross profit on sales shows a 
considerable falling off. As auditor, what matters would you look 
into as likely to provide a reason for the reduction?” 

A falling off in the percentage of gross profit on sales may be 
due to one or more of several causes. Firstly, there may have 
been a permanent decrease in selling price without any alteration 
in costs. This should be the first line of investigation. The next 
reason may be that stock on hand has been undervalued for the 
purpose of creating an internal reserve or for covering up profits. 
Purchases may have been taken into account and the relative goods 
not included in the stock lists. The same might apply to goods in 
transit from branches. Likewise, stock may have been misappro- 
priated, which would result in a reduction of gross profit. Pur- 
chases should be examined to see if any invoices have been paid 
for twice. Another reason which may account for the fall in the 
rate of gross profit is that certain items are charged in trading 
account which really belong to profit and loss account. The way 
to check this will be to examine previous accounts to see how these 
items were formerly treated. It would also be necessary to query 
such items as freight or customs duty, as these may have risen 
during the year without any corresponding rise being made in 
selling price. Fictitious expenses under this head may also have 
been included. 

Question 1: In this case there are three items—Sydney branch 
£9,000, Adelaide branch £6,000, Perth branch £5,000; and the 
question asks whether an auditor would be justified in reporting 
to the shareholders that the balance sheet was properly drawn up 
to give a correct view of the company’s position when the balances 
of three branch accounts were included among the assets. 

Actually the balance sheet as it stands would not be correct, 
since the assets in total would appear at £20,000 more than they 
actually are. Branch balances should never appear in a balance 
sheet. The assets and liabilities of the branches should be included 
in an aggregate balance sheet of the whole business and these three 
items representing branch balances in the head office books will 
be represented on the liabilities side by corresponding items repre- 
senting head office account, or liabilities to head office at the 
branches. In actual practice these head office accounts on the 
liabilities side and the branch balances on the assets side should 
all be eliminated. The balance sheet then becomes a clear state- 
ment of the assets and liabilities of the concern both at head office 
and at the branches. Therefore, before certifying that the balance 
sheet is properly drawn up so as to give a correct view of the 
company’s position, the auditor should require that these three 
balances mentioned in the question be eliminated and that the 
corresponding head office accounts, which incidentally are not 
mentioned in the question, which will appear on the liabilities side, 
be also omitted. 

E 
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I will now deal with the final paper. 

Question 1: “The cashier in the office of a sole trader is sus- 
pected of misappropriating sums of money paid in by a customer. 
You are instructed to make a special audit of the books, which 
have not been previously audited. Set out the lines on which you 
would conduct your investigation and mention four methods that 
the cashier may have adopted to conceal the fraud.” Now the first 
step to be taken by the auditor would be to have the extent of the 
audit clearly defined. Since the books have not previously been 
audited, it would be necessary to know just how far back the client 
wishes the audit to be made. Therefore, prior to commencing the 
investigation itself, enquiry should be made upon the following 
matters : 

1. The period over which it is thought the defalcations have 
spread should, if possible, be ascertained, so that a date can be 
agreed with the employer from which the investigations are to be 
made. 

2. Whether the pass book was regularly reconciled with the 
cash book, by whom this duty was performed, and whether the 
pass book and cash book were at any time or at regular intervals 
inspected by the employer. 

3. Who was responsible for opening correspondence, and 
whether all cheques were properly crossed payable to the firm’s 
account, before being handed to the defaulting clerk. 

4. At what intervals were moneys paid into the bank, and if the 
systems, if any existed, were regularly adhered to. 

5. The method of control over stock of receipt books should be 
enquired into. If the clerk were allowed only one book at any time 
his opportunities for fraud were lessened. 

The investigation should then be conducted on the following 
lines : 

1. The counterfoil paying-in slips should be compared with the 
detailed entries in the cash book, so that remittances by cheque 
can be traced through. This examination will give an indication 
of whether any cheques had been used to pay any other accounts 
than those for which they were intended. If necessary, the actual 
slips should be obtained from the bank. 

2. All allowances and debts written off should be listed and 
referred to the employer for confirmation, if it has not been the 
practice for him personally to authorise these entries. 

3. The receipt counterfoils should be checked to the cash book, 
dates being closely watched and any possible alterations or erasures 
noted. The cash book would then be checked with the sales ledger. 

4. The cash book should be checked up to date, reconciled with 
the pass book, and a certificate of the bank balance obtained. 


The auditor should also look into the matter of receipt books 
All orders to the printer should be carefully checked and it should 
be seen that each book has been accounted for. The next step, 
then, would be to circularise all debtors, showing the balance as 
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shown in the debtors’ ledger, and requesting each customer to get 
in touch with the auditor direct immediately should the balance 
as shown in the circular be incorrect. This would bring to light 
any evidence of a receipt book not accounted for having been used. 
It would provide a means of investigation of any item claimed by 
customers to have been paid by them and not shown in the books 
of account. However, it would also be necessary to examine all 
such items credited to customers in the form of allowances, dis- 
counts, etc., as fraud may have been covered up in this way. If 
the investigation is carried out along the lines I have mentioned, 
then it should be possible to trace all errors to cover the fraud which 
has taken place. 

The second part of the question asks for four methods that the 
cashier may have adopted to conceal the fraud. In answer to this 
I would suggest the following: 

1. The “splitting” of cheques so as to credit part to one man’s 
account and part to another’s. This would effectively enable the 
fraud to be carried on from day to day by transferring it from 
account to account. 

2. Replacing the credit that normally would be made on account 
of cash received to the customer’s account by a credit for allow- 
ances. 

3. Falsely crediting the customer with goods returned, but which 
actually were not received. 

4. Fictitious discounts credited to customers. 


Part 3 of this question then asks: “How and with what object 
accounts might be falsified for other reasons than the covering of 
misappropriation of cash or goods?’ Accounts may be falsified 
for various reasons. For instance, purchases may be omitted at 
the end of a period and the goods represented by these purchases 
taken into stock for the sole purpose of boosting profit. A manager 
who receives a commission on net profit might do this in order to 
increase the amount he is to receive. On the other hand, for pur- 
poses of avoiding taxation or in order to cover up the actual 
position of a business, purchases towards the end of the stated 
period may be included in the books but not taken into account 
in stock on hand. This would have the effect of reducing the 
figure of profit. Accounts may also be falsified by not writing off 
debts which are bad or irrecoverable, or by not providing for 
expenses accrued due but not yet paid. 

In the first case debtors would appear to be of a higher amount 
than they actually were; and, secondly, profit would be over-stated 
since the loss on account of these debts has not been provided for. 

Another way in which accounts may be falsified would be by 
omitting a liability for purchases from the books, and at the same 
time taking the goods into stock with the idea of giving a false 
impression of the exact position of the business. This might be 
intended to mislead bankers who are about to lend money to the 
business or persons contemplating purchasing the business. 
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Question 3: “Explain fully the necessity for the closest scrutiny | pa 
by the auditor of the items ‘sundry debtors’ and ‘sundry creditors’ of 
in the balance sheet of a limited company. | 
The most important words in this question are the last four— th 
“of a limited company.” Before a person would even consider in 
purchasing the business of a sole trader, he would have the fullest rez 
possible investigation into the assets and liabilities and earning 
power of the business. On the other hand, shares in companies the 
are sold quite freely on the strength of the evidence disclosed by |) Ac 
the audited balance siieet of the company. These two items of no 
debtors and creditors have a direct bearing on the financial position | of 
of the company, on the assets value of the shares, and on the | for 
accuracy of the profits disclosed. So that if they are incorrectly 7 to: 
stated in the balance sheet, they may seriously mislead a purchaser cor 
of shares in that particular company. We have seen, in Question 1, cer 
the effect that errors in connection with debtors and creditors can || iné 
have on the trading position of a company. As regards the pro- =| W 
cedure in verifying these items, the auditor is not bound to examine esti 
in detail every transaction in every account in a company’s books. per 
He must, however, satisfy himself that some system of internal pro 
check is operating and he should examine this system to see that it 7 
is satisfactory. It would then be necessary to check adjustment cer 
accounts, where these are kept, or where no adjustment accounts con 
are kept the totals that normally would be found in an adjustment and 
account, such as total sales, total amount of goods returned, total rea: 
cash received from debtors, total discounts allowed, total purchases inct 
made, and in the case of liabilities, total amounts paid to creditors, } esti 
total amount of cash discounts received, total amount of goods =, 
returned. From these figures it is possible to obtain check figures in V 
against which a schedule of debtors and creditors respectively deci 
should tally. This actually is as far as the auditor is bound to go. |} doe: 
Frequently the auditor will make check tests here and there among each 
the accounts; but this is outside the scope of the question since of i 
it deals with the matter of internal check. Likewise, an auditor T 
will frequently forward copies of accounts to all customers, asking cont 
them to notify him immediately if the accounts are in any way | the 
incorrect. This, however, can only be done with the permission of | fron 
the directors and is not carried out in every case. | of t 
Question 4. This question sets out a certificate of profit which | Ir 
appeared in a company’s prospectus and asks for comment upon || the 
it. The certificate reads: “We have examined the accounts of || othe 


‘A-Co. Ltd.,’ ‘B-Co. Ltd.,’ and ‘C-Co. Ltd.’ for a period of six |} cove 


years ended June 30, 1937, and we certify that after providing | coul 
adequately for depreciation, repairs and renewals and bad debts, || of a 
but before allowing for interest charges, the combined net annual |} aver, 
earnings of the three concerns during these six years averaged || It di 
£18,500. that 

it for 


“In the past three years the combined annual earnings were 
less than £18,500, but the proposed amalgamation of these com- Q 














ds 


ly 











1937 THE AUSTRALIAN ACCOUNTANT 389 





panies would effect a considerable saving through the elimination 
of overlapping branches and agencies. 

“The business of these companies is well established, and with 
the improved organisation indicated, a very substantial increase 
in net profits as compared with the before-mentioned average may 
reasonably be expected.” 

There has at times been a great deal of contention concerning 
the question of certificates of profits in a company’s prospectus. 
Accountancy Institutes have laid down in their codes of ethics that 
no member shall give or sign his own or firm’s name a certificate 
of the estimated future profits of an existing or proposed business 
for publication in any prospectus, nor shall he permit his name 
to appear as director, auditor, or otherwise in any prospectus which 
contains an unsigned estimate of future profits. However, the 
certificate mentioned in this question appears to me not to infringe 
in any way upon these ethical rules whether it be signed or unsigned. 
Were this certificate, which I have just read, to state that “it is 
estimated that the future profits of the business will be so much 
per year,” then objection could be raised to its inclusion in the 
prospectus. This, however, is not the case. 

The certificate confines itself, as far as actual figures are con- 
cerned, to what has occurred in the past. It then states that a 
considerable saving through the elimination of overlapping branches 
and agencies will result from the amalgamation, and it makes the 
reasonable conclusion that the profits should be substantially 
increased. This is a very different proposition from an actual 
estimate of future profits in figures. 

At the same time, however, one has to keep in mind the decision 
in what is known as the Royal Mail case. Having considered this 
decision it would appear that the certificate set out in this question 
does not give sufficient information as to the trading position of 
each of the three companies in each of the years in question to allow 
of its being included in the prospectus. 

The Royal Mail case deals with an instance where reports in 
connection with the accounts of a company did not disclose fully 


| the source of certain of the profits, and the trend of those profits 


at acai ndtl 





from year to year, with the result that a false impression was given 
of the earning power of the particular company. 

In this particular case it may happen any one, or even two, of 
the three companies may be operating at a heavy loss, while the 
other one, or two, companies may be earning a profit sufficient to 
cover this loss. By averaging the profits then any such losses 
could be concealed. Had the certificate set out in detail the profits 
of all three companies over each of the six years instead of 
averaging them at £18,500 then it would have been in order since 
it did not breach any other ethical rule. But for the very reason 
that it does not give these details then the auditor should not sign 
it for inclusion in the prospectus. 

Question 5. This question asks how, as auditor of a company, 
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you would satisfy yourself as to the correctness of the following 
items in auditing the balance sheet of a limited company: 


1. Share capital .. .. .. cae ee os Ee 
y Debentures—of the company’s "s own issue .. .. 25,000 
3. Property and plant at cost price .. .. -.. -- 100,000 
4. Forfeited shares reserve .. .. .. 2. 2. «+ «+ 100 
5. Underwriting commission .. .. .. .. .. -- 850 


I am going to assume that the question refers only to the manner 
in which the auditor will satisfy himself that these items actually 
do exist at the figures shown, and that it does not have any refer- 
ence to the manner in which any of these items is set out in the 
balance sheet. I will take each of them in turn. 

1. Share capital, £150,000. A point of doubt arises here. Under 
Section 115, 1(C) of the N.S.W. Companies Act, an auditor is 
required to state whether in his opinion the register of members 
and other records which the company is required to keep by law 
or by its articles have been properly kept. Does this imply that an 
auditor must always check the register of members in detail? In 
other words, is a detailed audit of the share ledger required in 
New South Wales? Previously a share ledger audit, as it was 
called, was not deemed to be part of a general ledger audit and 
was only done by special arrangement. It is quite possible to check 
the figure of £150,000 in this case as being the amount of paid-up 
capital without making this detailed audit of the share ledger. The 
amount of authorised capital is known from the Memorandum, and 
details of shares allotted and shares forfeited are ascertained from 
the minute book. 

The total cash received on account of application, allotment and 
calls can at any time be ascertained from the cash book, where 
usually a separate column is kept to record such receipts. From 
these totals the amount of paid-up capital can be arrived at in 
exactly the same way as an ordinary adjustment account balance is 
calculated. 

However, it would appear from the section I have quoted from 
the Act that either a complete audit of the register of members 
would have to be performed or else exhaustive tests, sufficient to 
satisfy the auditor that the books have been properly kept, would 
have to be made. I would not make any dogmatic statement, and 
in answering this question, therefore, I would explain how the 
figure quoted could be checked without making a detailed examina- 
tion of the register of members and would then refer to Section 115 
and mention that if this section implies that the detailed audit 
must be made, then this would effectively check the figure quoted. 

2. Debentures (of the company’s own issue), £25,000. To 
verify these it would be necessary to examine the prospectus (if 
any), the trust deed covering the issue, the minute book allotting 
these debentures, and the cash received in respect of them. It 
should be seen, however, that the figure of £25,000 represents the 
total liability of the company in respect of the debentures. That 
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is to say, that any items such as discount on debentures or com- 
missions on debentures must not be deducted from the value shown 
on the liability side of the balance sheet. These items must be 
shown on the asset side of the balance sheet and the complete 
liability that the company is under in respect to the debentures 
must be shown in full on the liabilities side. 

3. Property and plant (at cost price). In this regard, the auditor 
must obtain, as I explained in a question in the Intermediate paper, 
a schedule of the property and plant which the company owns. 
This schedule should be prepared by some responsible officer, such 
as the engineer. The auditor should then see that it is included in 
the balance sheet at a correct figure. In this case, the question states 
that this item is shown at cost price, £100,000. It would, there- 
fore, be necessary for the auditor to look for a depreciation reserve 
on the liability side. If he finds that no provision whatever has 
been made, then he should draw attention to this fact in his report. 
With regard to property he should also examine the title deeds 
and note any encumbrances that exist on these. He should also 
see that no expenses are charged to property account which are 
not a legitimate capital charge. In this regard legal expenses in 
connection with purchases are obviously an allowable debit to 
property account. 

4. Forfeited shares reserve, £100. All entries to this account 
are usually put through the journal. The original source of verifi- 
cation will be found in the minute book, in which the forfeiture of 
the shares was formally made. It should also be seen that the 
provisions of the articles have been complied with in forfeiting the 
shares. The auditor should note, as he peruses the minute book 
during the course of the audit, every resolution relating to the 
forfeiture of shares. These should then be checked through the 
share ledger and in this way the balance in forfeited shares reserve 
can be authenticated. 

5. Underwriting commission, £850. In verifying this item the 
auditor must examine the prospectus and agreement, if any, 
between the underwriters and the company. It may be that the 
underwriting contract provided for the underwriting of the whole 
of the shares to be issued, on the condition that commission should 
be paid on the total value of the issue. On the other hand, it may 
have been agreed to pay a commission on so much only of the 
issue as was not subscribed by the public and which had to be 
taken up by the underwriters in terms of their agreement. 

In the former case, it will not be difficult to check the amount 
of commission paid. In the latter, however, it will be necessary 
to study carefully the detailed plan of the underwriting agreement 
and to ensure that the number of shares on which the commission 
was paid was correct. Probably a certificate or certificates for the 
number of shares left on the hands of the underwriters would be 
issued to them and a cheque would be received for the full amount 
of application money payable on these shares. This, together with 
the evidence in the minute book, would provide a means of check- 
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ing the £850 commission. However, it must be seen that the cheque 
in payment for the shares taken up under the underwriting agree- 
ment for the underwriters is first received before the commission 
is paid, as otherwise various complications may arise. The auditor 
will need to check the actual calculation of the commission and 
the payment of the amount from the cash book, and he would 
need to see the receipt issued by the underwriters on receiving 
the £850. 

Question 6: “Give a brief description of each of the four methods 
mentioned hereunder of writing off depreciation of fixed assets, and 
state for what kind of assets each of the various methods is 
suitable : 

(A) Fixed instalment. 
(B) Reducing instalment. 
(C) Annuity. 

(D) Depreciation fund.” 


(A) Fixed instalment method.—This method provides for 
writing off a fixed amount each year until the asset is reduced to 
nil or break-up value at the end of a definite or estimated life. 
Thus it may be estimated that the life of an asset is 20 years and 
the asset cost £100. Where the fixed instalment method is used, 
£5 would be written off annually for 20 years, assuming that the 
value at the end of that time would be nil. Actually this method 
is used principally in connection with assets which require very 
little in the nature of repairs and additions, and also where it is 
not decided to renew such items at the end of their life. It would 
be suitable, for instance, for depreciating office furniture. How- 
ever, it is not a scientific method and takes no account of the interest 
which the money invested in the asset might be expected to earn. 
Also, where the asset is subject to large expenditure for repairs 
and maintenance, the annual debit against profit for depreciation 
and repairs would be inequitable. 

(B) Reducing instalment method—This method is generally 
used for plant and machinery. A fixed percentage of the diminish- 
ing value of the asset is written off each year, so as to reduce the 
book value to break-up value at the time when its effective life 
is ended. Its particular advantage is that it spreads the charge 
more equitably over the life of the asset. That is to say, that when 
repairs are light in the early stages, the depreciation charge will 
be heavier than in later years when repairs and maintenance will 
be considerably higher. 

(C) Annuity system—This provides for the writing off of a 
fixed sum each year from the value of the asset, the sum being 
calculated by annuity tables to reduce the cost of the asset, plus 
interest at a given rate per cent. on the diminishing balance, to 
zero at the end of a given time. Actually it is the most scientific 
and correct method of providing for depreciation; but it is only 
applicable in cases such as leases, where no additions are made to 
the asset during its life. Obviously, any additions made to an 
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asset from time to time would at once throw out the calculations, 
and consequently the annuity system could not be used for plant 
and machinery. Another point to note is that this system is not 
generally used where it is necessary to replace the asset, though 
there is nothing to prevent the creation of a sinking fund at the 
same time by appropriations out of profit. 

Take, for instance, the case of a lease. The amount paid for a 
lease of property for a number of years is practically equivalent 
to rent paid in advance. In theory the annual rental value for the 
full term of the lease is capitalised in a lump sum. This amount 
has been withdrawn from the business and it is only reasonable 
to take credit for interest in the profit and loss account. At the 
same time, the lease account must be written off in the books by 
equal instalments. So to effect both purposes it will be necessary 
to find from an annuity table what annual amount must be written 
off the cost of the lease, plus interest on the reducing balance. 

Profit and loss account is debited with the amount so ascertained, 
which will be credited to the lease account. The lease account will 
be debited with interest which will be credited to profit and loss. 
The net debit to profit and loss account is an increasing charge 
over the period by virtue of the fact that while the debit remains 
static, the credit account interest on the diminishing plant becomes 
smaller each year. As I stated before, the amount to be written off 
where the annuity system is used, is ascertained from anruity 
tables. In an examination the “key” figure is always given. 

(D) Depreciation fund—By this method a sum is set aside 
annually, which, invested outside the business at a certain rate of 
interest, will amount to the sum required to replace the asset at 


| the end of a definite time. A depreciation fund is frequently 


referred to as a sinking fund. It is used where it is necessary to 
have a sum of money readily available to replace an asset at the 
end of its definite life, so as to avoid any disturbance of the finan- 
cial position. This method does away with the necessity of pro- 
viding further capital for replacement, whilst it obviates the incon- 
venience of keeping the necessary cash apart from the business and 
working capital. Obviously, this method is suitable only in the 
case of an asset like a lease, which has a definite life, not subject 
to repairs or obsolescence, and is usually written off by fixed 
instalments. By sinking fund tables it is possible to find out the 
amount which has to be invested annually at compound interest 
to provide £1 at the end of a given number of years. In examina- 
tions the “key” for ascertaining this amount is always given. On 


| the liabilities side of the books the depreciation fund is built up, 


and on the assets side an investment account, representing the 


| fund, will appear. At the end of the required time these assets wiil 


be realised. The amount of the original assets will then be written 

off against the depreciation fund, and, with the cash available from 

the sale of the investments, the new lease will be purchased. 
Question 8: This question asks for examples of receipts and 
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accepting them as vouchers in the audit of the accounts for a 
trading concern. I am going to list several such classes of receipts 
which come to mind. 

Receipts: 1. Receipts which are written on invoices. It is always 
wise to ascertain why an official form of receipt has not been 
issued. 

2. Endorsed cheques. These are not always regarded as a satis- 
factory receipt. However, it is not always possible to get any 
further receipt or collateral evidence of receipt of the money having 
been received by the payee. In such cases the endorsed cheques 
should be examined to see that they are in order. Where any are 
payable to business firms or to companies, and the endorsement 
of the firm or company has been certified to by the collecting bank, 
then they can usually be passed without further enquiry. Every 
firm or company must be registered and no two firms will be 
registered under the same name; and before a bank opens an 
account it requires evidence of registration. Therefore, you can 
be quite sure that if the endorsement has been certified by the 
bank, then the money has been received by the people concerned. 

3. Where dates on receipts do not coincide with the dates of the 
entries in the cash book. Opportunity for fraud exists here by 
using old receipts, and the auditor should be very careful to see 
that the date on the receipt coincides with the date of entry in the 
cash book. 

4. Where any alteration appears to have been made on the 
receipt. Enquiry is necessary in such a case so that fraudulent 
manipulations of any kind can be checked and avoided. 

5. Receipts made out to an individual. Such receipts may not 
apply to the company or its business, and they should always be 
enquired into. 

6. Interim receipts to which official receipts are not attached. 
Many firms adopt the practice of issuing interim receipts in certain 
cases. For instance, a salesman may carry an interim receipt book, 
but in all cases an official receipt is subsequently forwarded. It 
should be seen that wherever an interim receipt is included, the 
official receipt is attached, otherwise both receipts may be included 
separately. 

Invoices: 1. Invoices which appear to be for capital charges. 
All such invoices should be carefully scanned and authenticated 
at the right source, and it should be seen that they are then charged 
to the right account. 

2. Invoices bearing a date which does not correspond with that 
shown on the monthly statement or which apply to a period other 
than that under review. 

3. Invoices which are not made out on official forms should also 
be carefully scanned. 

4. Invoices made out to individuals and not made out to the 
concern itself. 

5. Invoices not certified to in pursuance of the system of internal 
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a 4 check. There should be rigid adherence to the system of internal 
rts check. 

6. Invoices dated close to the end of the month which have been 
ys | carried over in stock and which appear on the monthly statement. 
en That will not be obvious at first, but the auditor should keep in 

mind any record of invoices carried forward and see that the stock 
is- has been brought into account. 
ny 7. Duplicate invoices. Where these have been obtained for some 
ng reason or other it should be seen that the original has not also 
1es been included in the account. 
ire It may happen that there will be other types of receipts and 
ant invoices in a particular business which require investigation. How- 
ik, ever, these are just a few which, as I said, come to mind on read- 
ry ing the question, and which should be sufficient to satisfy an 
be examiner. 
an Question 8 (A): “You are asked to devise a system of internal 
“an audit with regard to the payment of wages in a large manufactur- 
the ing business. State the method you would adopt and the principles 
ed. upon which you would work in constructing it. It can be assumed 
the that the time-sheets of employees are accurately compiled.” In 
by answering this question, the system I suggest would be as follows: 
see The daily time-sheets of employees should be initialled as correct 
the by the foreman and the time entered therefrom into the time-book 
or weekly summary by the time-clerk. At the end of the week the 
the total time is made up by the time-clerk and given to the wages- 
ent clerk, who then makes up the wage-sheets. A cheque for the 
exact amount of the wage total is drawn and wages envelopes are 
not made up with the amount stated on the outside. The wages-clerk 
be fills up the envelopes from these amounts, while another clerk has 
the wages-book to check, so that any discrepancy will be ascer- 
ed. tained before payment is made. The wages cheque drawn should 
ain be for the exact amount of the wages to be paid. 
0k, Each workman to be paid should be issued with a pay-check, 
It which is a small metal disc, bearing his number. In order to safe- 
the guard against fraud, these pay-checks should be handed to the 
ded foreman by the timekeeper or his assistant, and should not be 
handled by the wages or paying-clerk. The foreman will then 
mes. deliver the checks to the various men when they hand in their 
ited tools. A record should be kept of all pay-checks issued to the 
ged foreman. This guards against the possible production of a metal 
, check obtained by an employee in an irregular manner, or the 
that interposition of a forged metal check by a dishonest paying-clerk. 
ther At the end of the day, the men should line up in single file and 
the paying-clerk, who would, if possible, be a clerk who has nothing 
also to do with the making up of the wages, will pay out as the men 
file past and hand in their metal discs. 
the One of the head officials should always be in attendance to see 
the men paid. A certificate that the time and amount are correct 
and the amount paid out should be put at the foot of each pay- 
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sheet and signed by the clerk responsible for the various parts of 
the sheet. 

If a thorough system like this has been in vogue the auditor will 
be quite justified in accepting the certificate in the place of the 
men’s separate receipts. 

Question 2. This question asks for an explanation of six dif- 
ferent classes of reserve. The first of these is “necessary” reserve. 
Now this is a most unusual term and one that I think has no exact 
definition in accounting terminology, at least, I have not been able 
to unearth it. It would appear, however, that a “necessary” reserve 
is one which is made for the purpose of providing for some con- 
tingency or liability, which it is known will definitely occur, but 
the amount of which is not certain. As a specific instance which 
comes to my mind I would say that a reserve for income tax made 
out of any year’s profit would to a certain extent at least be a 
necessary reserve. The corresponding surplus of assets in con- 
nection with such a reserve would, as a rule, remain in use in the 
business. In other words, they would not be separately earmarked 
or invested outside. 

The next is “voluntary” reserve. This term would cover any 
specific reservation of profits made in pursuance of a conservative 
policy of the directors. It would relate really to any allocation of 
profits to general reserve, or other reserve which was not a neces- 
sary reserve. In this case also there would be no interference with 
the assets represented by the amount of the reserve, and these 
would continue to be used in the business in the ordinary way. 
Unless, of course, they were invested outside, as, for instance, in 
the case of a provident fund. 

“Capital” Reserve-—This would amount to any realised profits 
on the sale of assets or surplus resulting from a revaluation of 
assets without sale. It does not come from an allocation of profits. 
A capital reserve is frequently used to write off intangibles such 
as goodwill, and where assets have perhaps been lost during a 
time of depression, those remaining, which may increase in value 
during the subsequent boom period, are frequently written up to 
their current value and the surplus used to replace in part or in 
full the loss occasioned on the other assets. 

“Reserve Fund.”—This term applies to the case where the 
assets represented by the reserve are segregated and especially 
earmarked. They are usually invested outside the business, or they 
may simply be shown separately in the balance sheet. The idea in 
this is to keep the reserve in a liquid form so that it may be drawn 
on at any time. 

The next is a “sinking fund.” The only difference between this 
and a “reserve fund” is that a sinking fund is designed for a speci- 
fic purpose, such as for the repayment of a debenture liability at a 
future date. A sinking fund is usually represented by investments 
made outside the business and quite apart from it. 

The last is “secret” reserve. The purpose of such a reserve is to 
build up an internal reserve not evident on the fact of the balance 
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sheet to meet any future contingency. Actually the position of the 
auditor in connection with these reserves is somewhat uncertain. 
In practice the amount of such reserves is never disclosed by the 
auditor, but it would appear that it is the duty of an auditor to 
report to the shareholders fully on the existence and the treatment 
of secret reserves. 

Question 7. In this question you are given two balance sheets 
of a company, and you are told that during the year ended December 
31, 1936, the company paid a 10% dividend on paid-up capital. It 
also sold portion of its land during this period, and made a profit 
of £2,000 on the sale. This profit of £2,000 was then utilised in 
part to write off the balance of goodwill, which originally stood 
in the books at £1,500. Now, the question asks that the candidate 
show, by means of alternative statements, what the trading profit 
was for the year ended December 31, 1936, and he is asked also 
to comment on the relative position that is shown by the two balance 
sheets. 

Let us take the first part of the question, which asks for two 
alternative statements showing the trading profits for the year 
ended December 31, 1936. Here is one method which I have set 
out so that you will be able to see exactly my reasoning: 


MOVEMENTS IN ASSETS 


Increase Decrease 





Land and buildings .. .. .. .. — £6,750 

Plant and machinery .. .. .. .. £2,000 — 

Stock-in-trade .. .. .. .. .. .. 1,150 

Debtors and bills receivable .. .. 1,050 — 

RS a back ea aa ok oh wg, ee 1,500 
£4,200 £8,250 

Net decrease in Assets .. .. .. .. 4,050 — 





483.250 £8250 





MOVEMENTS 
In Liabilities 
Increase Decrease 


PNR ok ns cece cece £2,500 
OO Sa ee oo 
Creditors and bills payable .. .. — 4,500 





£1,200 £7,000 
Net decrease in Liabilities .. .. .. 5,800 — 





£7,000 £7,000 




















PROFIT 

Dividend paid . Tee eer eT. 
Add Decrease in ‘Liabilities is ae a & Se 
Less Decrease in Assets ............ 4,050 

1,750 
Total Profit .. . 50d. eas ww |e. arate 
Less Profit on Sale of Land . La aoa oe ae ae 
I 65 hk oi aa ae a8 6 Re oe oe ed 00 





Firstly, I have taken the increases in assets over the twelve 
months. These amount, as you see, to £4,200. Next I have 
totalled any decreases in assets over the period. These amount 
to £8,250, so that you will see the net decrease in assets over the 
term was £4,050. Turning to the liabilities side, it will be observed 
from this statement that the net decrease amounts to £5,800. 

The dividend paid during the year was £2,500. After paying that 
dividend out of profits, liabilities have decreased by £5,800 and 
assets by £4,050, a net decrease in liabilities of £1,750. Total profit 
was therefore £2,500 plus £1,750, or £4,250, of which £2,000 was 
profit on sale of land, leaving £2,250 as the trading profit. That is 
one method. 

Now for another. 

In this case I am drawing up an appropriation account. You 
will note that the balance brought forward at January 1, 1936, is 
£3,200. On the debit side, then, we enter the amount of £2,000, 
which represents the allocation from profits to reserve. In arriving 
at this figure it had to be remembered that £2,000 was realised 
during the year on the sale of land, and from this £1,500 was written 
off goodwill. The balance, therefore, rightly belongs to reserves, 
which increased over the term by £2,500. Therefore, the remain- 
ing £2,000 increase in reserve must have come from profit and 
loss account. So we have the debit to appropriation account of 
£2,000. Then there was the dividend at 10% paid during the year, 
and this accounted for £2,500 of the soolite, We then ascertain 
from the balance sheet at December 31, 1936, that the balance 
remaining in profit and loss account is £950, and this is entered on 
the debit side and carried down. So that, altogether, we had to 
account for £5,450 profit. Of this amount £3,200 was brought for- 
ward. Therefore, the balance of £2,250 must have come from 
trading over the period. 


STATEMENT OF PROFIT 


Balance c./f. TT Ore eC ee 
Dividend paid .. .. Poe ee ree 
ee OP MED. 5k 6 own ac as wes ce unl 2,000 





£5,450 
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Less balance b./f. 1/1/36 .. .. .. .. .... .. 39200 





ee ee 





The next part of the question asks for comment on the relative 
position as shown by these balance sheets. Here I have a compara- 
tive statement of current assets and current liabilities over the two 
years. 








1935 
Corwent eeeete. .. 5. os sc cc as bs oo wc ow SEBO 
Less current liabilities .. .. .. .. .. .. .. 8,500 

SED sok Ge “KS: ov de we ae a oe ee 
Ratio, 2 : 1 (approx.). 

1936 
CNR. ns an 4s oe Se em. 60 ax we ee 
Less current liabilities .. .. .. .. .. .. .. 5,200 

ee ie ee 


Ratio, 3 : 1 (approx.). 


The surplus in 1935 amounted to £6,950, and in 1936 to 
£10,950. These two amounts represent the working capital of the 
company in each of those years. You will note that there was an 
improvement in the working capital position of £4,000 over the 
year. This would be a satisfactory indication of the internal work- 
ing of the company, although actually there is nothing to show with- 
out further figures just whether the company has sufficient work- 
ing capital to meet its particular needs. Looking at the balance 
sheet from a creditor’s point of view—and when I say creditor I do 
not include debenture-holder—we find that the position in this 
regard is fairly healthy. In 1935, the debts to creditors other than 
debenture-holders were covered slightly less than twice by current 
assets. In 1936, however, this moved up to almost three times, 
the total surplus of current assets over liabilities rising by £4,000, 
as we have already seen. Looking at the balance sheet from the 
debenture-holder’s angle, he can see in the business as a going con- 
cern a cover of £3/16/4 in the £1 for his debt. This is after allow- 
ing for payment of sundry creditors and bank overdraft. In 
liquidation his rights would probably be greater, but, as we do not 
know the position of the bank overdraft as regards secured rights, 
I have looked at the matter purely from the point of view of the 
business as a going concern. In 1936, however, this cover has 
increased by 19/5 to £4/15/9, which is a very substantial improve- 
ment. 
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Now we come to the shareholders. Reserves at December 31, 
1936 in total work out at 2/9 per £ of paid-up capital, so that each 
£ of paid-up capital is represented by 22/9 in net assets, as against 
22/6 in 1935. Altogether, therefore, there has been a general all- 
round improvement from the point of view of all parties concerned 
in the company’s affairs, the creditors, the debenture-holders, and 
the shareholders. 

At the conclusion of his address Mr. Quain was questioned by 
members of the audience. The point was raised whether, when a 
number of questions in one paper involved the same auditing rule, 
would it not be sufficient to describe such rules in the first question 
only? Would it be necessary to repeat the description? 

Mr. Quain said that position did arise occasionally, but it was 
really a matter for the examiner. A certain number of marks were 
allotted to each question, and in assessing them the examiner was 
not going to refer to previous answers in order to arrive at a deter- 
mination. He was fairly definite on the point, viz., the information 
should be repeated when required in a subsequent question. 

“Would you term depreciation a necessary reserve?” was the 
final question. 

The term “necessary reserve” had, frankly, no exact termino- 
logical definition, was Mr. Quain’s contention. What one might 
deem a necessary reserve, another might not; but certainly depre- 
ciation could be called a necessary reserve. In a company trading 
overseas, fluctuation of exchange would be a necessary reserve, and 
so would many other provisions. It was a very loose term. 

The proceedings closed with a vote of thanks to the lecturer. 


The Australian Accountant is published on the 25th of each month. Con- 
tributions, correspondence, etc., intended for publication should be addressed 
to A. A. Firzcera.p, Editor, The Australian Accountant, 440 Little Collins 
Street, Melbourne, C.1., or to the State Correspondent in any State, and 
should reach the Editor not later than the last day of the month preceding 
the month of issue. 

Contributions which are regarded as unsuitable for publication will be 
returned to the sender, but no responsibility can be accepted by the Editor. 


Books and periodicals for review should be sent to the Editor. 
Correspondence must be accompanied, as a guarantee of good faith, by 
the name and address of the writer, not necessarily for publication. 
Inquiries regarding advertisements should be addressed to the Advertising 
Manager, H. J. C. Boyp, 343 Little Collins Street, Melbourne, C.1. Phone 
F 6782. 
The views expressed in this journal are not necessarily those of the 
Councils of any of the Institutes for whom the journal is published. 
The postage required for this issue is: 
Within Australia—ld. 
To United Kingdom, New Zealand and within the Empire—2d. 
To U.S.A. and other Foreign Countries—3d. 








